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PROGRAM OF THE FIFTY-NINTH ANNUAL MEETING OF THE 
AMERICAN ECONOMIC ASSOCIATION 


Atlantic City, New Jersey, January 23-26, 1947 


The program of this year’s meeting was, as usual, the responsibility of the President of 
the Association, No program committee was constituted, but President E. A. Goldenweiser 
sought the help of a number of key participants and the chairmen of Association commit~ 
- tees. With their aid some twenty sessions were organized. They represent a variety of sub- 
jects, such as present economic conditions and outlook, atomic energy, public debt, money, 
prices, and banking problems, international trade and finance and the U.S.S.R. economy. 
A few of these sessions were arranged under joint sponsorship with the American Statistical 
Association, the Economic History Association, the Econometric Society, the Institute of 
Mathematical Statistics, and the American Finance Association. 

A total of forty-nine major and eight minor papers and fifty-four discussion papers were 
prepared. With the exception of minor deletions and editorial changes, the main papers 
and all but a few of the discussion papers appear in this volume as they were delivered. 
Following our customary practice, the presidential address is published in the March 
number of the American Economic Review. 

The order of papers as shown in the table of contents differs from the time schedule 
below, since in arranging the meetings an effort was made to avoid concurrent meetings 
on similar or related topics so that those interested in special subjects could attend all 
such sessions. 

The organization of the sessions on labor economics, money, transportation and public, 
utilities, teaching, research, and Review of Economics calls for special comment. The 
session on the approaches and areas for research in labor economics was a group enter- 
prise. Two preliminary meetings of the participants were held and on the evening before 
the papers were given a panel of twenty-five or more members met to discuss the papers 
which they had already had three weeks to study. This discussion served as a basis for fur- 
ther discussion following the reading of the papers at the formal session. 

In the session on money an attempt was made to present a collection of contemporary 
views reflecting suggestive approaches to the treatment of the changing character of 
money. 

The session on transportation and public utility problems was an outgrowth of last 
year’s sessions on public utility regulation, railroad problems, and shipping policy. A 
group of specialists in this area was encouraged to arrange a session on transportation 
problems. 

Under the direction of the Committee on Undergraduate Teaching of Economics and 
the Training of Economists several subcommittees conducted a series of informal con- 
ferences during the two days of the Association’s meeting at Atlantic City, dealing with 
the investigations in which they severally are engaged and with the reports which are 
completed or are in process. A separate program for these meetings was printed and 
distributed. 

The Committee on Research: organized a round table session at which exploratory 
reports on opportunities for research utilizing government records were presented. 

The Committee on the Development of Economic Thinking and Information sponsored 
the round table session at which the proposed Review of Economics project, initiated 
last year, was discussed in the light of subsequent developments. The papers presented at 
this session are not published, since the description of the developments and present 
status of the project found in the minutes of the Executive Committee and the Secretary’s 
Report are considered adequate for present purposes. 

It should hardly be necessary to reiterate that the purpose of the American Economic 
Association is to encourage freedom of discussion and that the Association as such does 
not assume any responsibility for the opinions or views expressed by those who participate 
in its meetings. We trust also that readers may take it for granted that no one but the author 
4s responsible for the contents of his paper. Hence the disclaimer, which often appears as a 
footnote, to the effect that the opinions expressed do not necessarily reflect the views 
of the agency or institution with which the author is affiliated, is omitted in this volume. 


Thursday, January 23, 1947 
10:30 am. Meeting of the Executive Committee 
8:00 r.m. 1. The Employment Act of 1946 and a System of National Bookkeeping 
Chairman: Theodore O. Yntema, University of Chicago 
Papers: Edwin G. Nourse, President’s Council of Economic Advisers; 
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Morris A. Copeland, National Bureau of Economic Research 

Discussion: Raymond Goldsmith,* Civilian Production Administration ; 
Roland I. Robinson,* National Association of Mutual Savings Banks 

_ 2. The Social and Economic Significance of Atomic Energy 

Chairman: Winfield W. Riefler, Institute for Advanced Study 

Papers: Ansley J. Coale, Social Science Research Council; Sam H. Schurr, 
Cowles Commission 

Discussion: Philip Sporn, American Gas and Electric Corporation; Jacob 
Marschak, University of Chicago; Lewis N. Dembitz, Board of Gov- 
ernors of the Federal Reserve System ; Carl Kaysen,* Harvard Uni- 
versity `~ 


~Friday, January 24, 1947 


10:00 Am. 1. Public Debt: History (Joint session with Economic History Association) 
Chairman: John Parké Young, Department of State 
Papers: Earl J. Hamilton, Northwestern University; Benjamin U. Ratch- 
ford, Duke University; Frank W. Fetter, Haverford College 
Discussion: Lucius Wilmerding, Jr., Institute for Advanced Study: Charles 
C. Abbott, Harvard University 
2. Economic Forecasts (Joint session with Econometric Society) 
Chairman : Simon S. Kuznets, University of Pennsylvania 
Papers: Frank R. Garfield, Board of Governors of the Federal Reserve 
System; Jacob Marschak, University of Chicago/ 
Discussion: Arthur Smithies, Bureau of the Budget; Herbert Stein, Com- 
mittee for Economic Development; Oscar C. Stine,* Bureau of Agri- 
cultural Economics 
3. The Role of Social Security in a Stable Prosperity 
Chairman’: Eveline M. Burns, New York School of Social Work, Columbia 
University 
Papers: Lewis Meriam, Brookings Institution; Eliot J. Swan, Federal Re- 
serve Bank of San Francisco 
Discussion: Harley L. Lutz, Princeton University; Selma J. Mushkin, 
Social Security Administration; M. C. Urquhart, Queen’s University; 
Edwin E. Witte, University of Wisconsin; Ewan Clague, Department 
of Labor; Gerhard Colm, President’s Council of Economic Advisers 
12:30 p.m. Luncheon Meeting 
The Economic Outlcok 
aaa Woodlief Thomas, Board of Governors of the Federal Reserve 
ystem 
Papers: Woodlief Thomas, Board of Governors of the Federal Reserve 
System; Ragnar D. Naess, Naess and Cummings; Alan Temple, 
National City Bank 
2:30 P.M. 1. The Public Debt: Effects cn Institutions and Income è 
Chairman: Robert B. Warren, Institute for Advanced Study 
Papers: Aryness Joy Wickens, United States Bureau of Labor Statistics; 
Donald B. Woodward, Mutual Life Insurance Company of New York 
Discussion: Lawrence H. Seltzer, Wayne University; James J. O'Leary,* 
Duke University; Susan B. Burr, Board of Governors of the Federal Re- 
serve System; Raymond J. Saulnier, National Bureau of Economic Re- 
search; E. A. Goldenweiser, Institute for Advanced Study 
2. The Economy of the U.S.S.R. 
Chairman : Jacob Marschak, University of Chicago 
Papers: Paul Studenski, New York University, and Julius Wyler, New 
School for Social Research; Harry Schwartz, Syracuse University; 
eis Gerschenkron, Board of Governors of the Federal Reserve 
ystem 
Discussion: Abram Bergson, Columbia University; Paul A. Baran, Federal 
Reserve Bank of New York 
3. Domestic Versus International Economic Equilibrium 
Chairman: James W. Angell, Columbia University 
Papers: Arthur Smithies, Bureau of the Budget; Ragnar Nurkse, Institute V 
for Advanced Study 


* No manuscript received. 
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Discussion: Arthur G. Bloomfield, Federal Reserve Bank of New York; 
Lloyd A. Metzler,* Yale University; Elmer Wood, University of Mis- 
souri; Raymond F. Mikesell, University of Virginia; Howard S. Ellis, 
University of California; Abba P; Lerner, New School for Social 
Researc. 


6:30 pm. Dinner Meeting 


Chairman: E. A. Goldenweiser, Institute for Advanced Study 

Papers: J. M. Clark, Columbia University; Sir Henry Clay, Oxford 
University 

8:30 p.m. 1. Prices: Wartime Heritage and Some Present Problems 

Chairman: Frederick C. Mills, Columbia University 

Papers: John K. Galbraith,t Fortune Magazine; John T, Dunlop, Harvard 
University 

Discussion: Corwin D, Edwards, Northwestern University; Melvin G. 
de Chazeau, University of Chicago; Elmer J. Working, University of 
Illinois; Mordecai Ezekiel, Bureau of Agricultural Economics 

2. Banking Problems 

Chairman: J. H. Riddle, Bankers’ Trust Company 

Papers: Charles C. Abbott, Harvard University; Harold L. Reed, Cornell 
University 

Discussion: Howard H. Preston, University of Washington; Emile. 
Despres,* Williams College; William R. White, Guaranty Trust Com- 
pany; Ray B. Westerfield, Yale University 


Saturday, January 25, 1947 = 


10:00 a.m. 1. Monetary Aspects of Public Debt 
Chairman: Charles C. Abbott, Harvard University 
Papers: Woodlief Thomas, Board of Governors of the Federal Reserve 
System; J. Brooke Willis, Columbia University; George L. Bach, Car- 
negie Institute of Technology 
Discussion: Roland I. Robinson,* National Association of Mutual Savings 
Banks; Paul A. Samuelson,* Massachusetts Institute of Technology; 
Kenneth E. Boulding, McGill University 
2. Productivity in the American Economy 
Chairman: Julius Hirsch, New York City 
Papers: Benjamin Graham, New York City; Julius Hirsch, New York 
City; Frank R. Garfield,* Board of Governors of the Federal Reserve 
System; W. Duane Evans, Department of Labor 
Discussion: Boris Shishkin, American Federation of Labor; George J. 
Stigler,* Brown University; Carter Goodrich, Columbia University 
3. International Trade Organization 
Chairman: Willard Thorp, Department of State 
Papers: Clair Wilcox, Department of State; Klaus E. Moke, Yale Uni- 
versity 
Discussion: Percy W. Bidwell, Council on Foreign Relations; Theodore W. 
Schultz,* University of Chicago; Alexander Gerschenkron, Board of 
Governors of the Federal Reserve System 
12:30 p.m. . Luncheon Meeting (Joint session with the American Finance Association) 
Can the Government Influence Business Stability? 
Chairman : Harry G. Guthmann, Northwestern University 
Paper: John D. Clark,ł President’s Council of Economic Advisers 
2:30 P.M. 1. Vital Problems in Labor Economics: Approaches and Areas for Research 
Chairman: J. Douglas Brown, Princeton University 
Papers: Charles A. Myers, Massachusetts Institute of Technology; Fred- 
erick H. Harbison, University of Chicago 
2. Transportation and Public Utilities Problems 
Chairman: G. Lloyd Wilson, University of Pennsylvania 
Papers: Herbert Ashton, Industrial College, War Department; Ford K. 
Edwards, Interstate Commerce Commission ; William N. Leonard, 
Rutgers University i 


* No manuscript received. 

} To be published in a jater issue of the American Economic Review. 

t To be published in the proceedings issue of the Journal of Finance (the official publica- 
tion of the American Finance Association). 
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Discussion: Marvin L. Fair, United States Maritime Commission; Robert 
W. Habeson, Interstate Commerce Commission; D. Philip Locklin,* 
University of Illinois; H. K. Snell, Association of American Railroads; 
John H. Frederick,* University of Maryland; James C. Nelson, United 
States Department of Commerce 

3. Round Table cn the Proposed Review of Economics Project 

Chairman: Albert B. Wolfe, Ohio State University P 

Papers: Joseph J. Spengler,* Duke University; Albert B. Wolfe,* Ohio 
State University È 

5:00 p.m. Business Meeting 


8:00 pm. Presidential Addresst i 
Chairman: I. L. Sharfman, University of Michigan 
E. A. Goldenweiser, American Economic Association 


Sunday, January 26, 1947 


9:00 am. Meeting of the Executive Committee 
10:00 am. 1. Housing Problems 

Chairman: William A. Berridge, Metropolitan Life Insurance Company 

Papers: Howard G. Brunsman, Bureau of the Census; Coleman Wood- 
bury, University of Wisconsin 

Discussion: Richard U. Ratcliff,* University of Wisconsin; J. Bion 
Philipson,* National Housing Agency; Arthur M. Weimer, Indiana Uni- 

° versity; Miles L. Colean, Washington, D.C. 
2. Round Table on Economic Research 

Chairman: Simeon E. Leland, Northwestern University 

Papers: Simeon E. Leland, Northwestern University; Richard B. 
Heflebower, Brookings Institution; Joseph Bain, University of Cali- 
fornia; Harry D. Wolf, University of North Carolina; Warren S, Huns- 
berger, Department of State; David Novick, Civilian Production Ad- 
ministration; Philip M. Hamer, National Archives 

3. The Changing Character of Money 

Chairmah : Howard S. Ellis, University of California 

Papers: Karl H. Niebyl, Black Mountain College; Benjamin Graham, New 
York City; Edward C. Simmons, University of Michigan; Abba’ P. 
Lerner, New School for Social Research; Earl R. Rolph, University of 

a California; Robert Trifin, International Monetary Fund; Walter P. 

Egle, University of Cincinnati; Howard S. Ellis, University of California 


* No manuscript received. 
t Published in the March, 1947, issue of the American Economic Review. 
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fl ee purpose of the American Economic 
Association, according to its charter, is the 
encouragement of economic research, the issue 
of publications on economic subjects, and the 
encouragement of perfect freedom of economic 
discussion, The Association as such takes no 
partisan attitude, nor does it commit its mem- 
bers to any position on practical economic 
questions. It is the organ of no party, sect, or 
institution. Persons of all shades of economic 
opinion are found among its members, and 
widely different issues are given a hearing in 
its annual meetings and through its publica- 
tions. The Association, therefore, assumes no 
responsibility for the opinions expressed by 
those who participate in its meetings. 
JAMES WASHINGTON BELL 
Secretary 


SOME CURRENT CLEAVAGES AMONG ECONOMISTS 


By J. M. CLARK 
Columbia University 


I. Divergence Is Healthy 


I have been preparing for this assignment by serving for over two 
years on a commission on freedom of the press. Such freedom implies 
divergence and is needed in our inexact discipline, struggling to adapt 
itself to changing conditions. The thing to be suspicious of, and to call ° 
on to defend itself, is not divergence, but any{ very firmly established 
unanimity. For over a century, economists were thus unanimous on 
Say’s law, and important aspects of truth were thereby too long sup- 
pressed. A recent survey indicated that,-when those then over fifty-five . 
die off, the new Keynesian orthodoxy may possibly gain a similar 
untoward supremacy. But this danger may be avoided. ° 

There are cleavages of doctrine, of policy, and of scope and method. 
Underlying these are divergences of temperament and sympathy, and 
of occupation and economic affiliation. These are tempting subjects; 
but only a few samples can be dealt with. 


Il. The Keynesian Revolution 


At the risk of revealing more about my own predilections than about 
prevailing views, I will hazard that most economists accept the area of 
study; which the “Keynesian revolution” opened up, and some of the 
key ‘ “nleynesian” ideas. In particular, most would agree that the spend- 
ing of income is a real problem, and does not take care of itself auto- 
matically in such fashion as to tend constantly toward full employ- 
ment. Probably most would admit the possibility of a state of under- 
employment that has no inherent tendency to correct itself automati- 
cally and inevitably, though there would be various kinds and degrees 
_ of divergence from the orthodox Keynesian formula for describing this 
condition; especially, perhaps from the presentation of it as a precise 

“equilibrium. » This seems to need modification before it can fit the 
facts of cyclical movements, which are so integrally bound up with the 
volume of employment. This concept of underemployment equilibrium 
was an inevitable weapon in the battle Keynes had to fight against 
dogmas of automatic tendencies to full employment. But now that this 
battle has been won, the next step is to deal with the things this over- 

simplified concept leaves out. 
| With regard to the structure of wages and prices, most economists 
would agree on the general outlines of the competitive ideal as de- 
sirable, usually with floors attached, but would differ.widely in the 
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importance they attach to it. Some seem to hold that it contains the * 
whole secret of full employment, though Pigou’s elaborate defense of ~ 
this theme has the air of a devoted rearguard action. Some tend to 
lavish attention on the minutiae of correct adjustment, and the corre- 
sponding correct allocation of resources, while others tend to disregard 
this whole area of questions, on the ground that refinements of cor- 
rect allocation of resources are vastly less important than using the 
resources for something, as against involuntary idleness—as is, of 
course, correct. The effects of wages and prices on total volume of 
employment are surprisingly obscure, and the few existing serious 
studies have only made a beginning with them. 

This issue will not be easily resolved, bedeviled as it is by conflicts 
. of group interests. But there seems little doubt that a structure of 
wages and prices, filled with monopolistic restrictions and inflationary 
drives from the side of costs, can go far enough to be a serious handicap 
to a high level of employment, as well as to healthy international rela- 
tions. And this issue appears to be growing, rather than subsiding into 
relative insignificance. In fact, the Keynesian revolution in theory, 
great and important as it is, may turn out to be the opening stage of 
a greater revolution, precipitating us into the theory and practice of 
an indeterminate economy of organized groups, whose social roots go 
far deeper, and whose social effects are far wider, than questions of 
wages and prices; but an economy in which wages and prices are 
mainly determined by other than competitive forces. The present 
postwar crisis may create receptiveness for this idea, as the great 
depression of the thirties created receptiveness for Keynesian theory. 


TII. Policy: Public Expenditures Versus Private Incentives 


Some economists, when thinking of adequate spending, think mainly 
of private consumer-spending, plus public spending of whatever sort, 
for consumption or investment, and neglect private investment and 
the necessary incentives thereto. At the other extreme stand those who 
tend to regard public spending as largely unproductive or inherently 
wasteful, and to concentrate on those incomes which furnish the re- 
ward of private investment and the incentives to it. These differences 
appear to arise from different views of the relative importance of dif- 
ferent objectives; especially as to how high and how stable a level of 
employment is essential, and how important it is to avoid any impair- 
ment of incentives to private investment. 

When a thinker thus neglects an important aspect of reality, it gen- 
erally means not that he wants it eliminated from real life but, rather 
that he thinks it is strong enough to take care of itself, and needs no 
solicitude from publicists. Let its survival be threatened, or let the 
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balance swing against it to a serious extent, or let need. arise for its 
increase, while it is held too rigidly within its customary scope, and the 
genuine thinker will probably bring this element back into an active 
place in his picture of things. Now it is interesting that, by this test, 
both public spending and the incentives to private investment are in a 
position calling for increased emphasis at the present time. Incentives to 
private investment need attention because they were pretty clearly 
inadequate before the war, in our last “normal” period. Public spending 
needs attention because it is generally recognized as a possible sup- 
plementary stimulus when private investment is insufficient; and this 
gives it an enlarged function which has not yet been assimilated into 
an agreed-on system of thought and policy. 

Insofar as there is a theory back of the neglect of incentives: to 
private investment, it seems to consist of two main parts. The first is 
the theory that the major determinant of private investment is the _ 
volume of consumers’ expenditures—that business will in any ease 
make enough capital outlays to furnish capacity to handle the demand 
that is in sight and will in any case not make much more. The second 
and less important theory is that relatively low prospects of return 
can be successfully countered by low rates of interest. Both these 
theories, while expressing truth, seem unfortunately one-sided. 

The first can be criticized as assuming prematurely that investment 
of the type that pioneers vigorously and adventurously ahead of 
proved demand is a thing of the past. The second can be criticized as 
overestimating the power of rates of interest as determinants of the 
volume of investment, especially where the investment involves con- 
siderable risk, or where progress is so rapid that the element of func- 
tional obsolescence is a major element of cost, dwarfing such minor 
savings as are possible through low rates of interest. There is also the 
obstacle of a tax system which loads the dice against risk-taking 
investments of equity capital. And both theories neglect the imponder- 
able obstacles to investment, which arise not so much from low existing 
rates of return as from a feeling of uneasiness and lack of a needed 
degree of basic security, arising from exposure to the unknown things 
that government or labor may do next. 

This last is a serious matter, not to be cured quickly and easily. 
Government cannot abandon its necessary function of regulation, nor 
safely circumscribe it within conventional and traditional limits. It 
will have to blaze new trails in the future, as in the past—trails through 
which business will have to learn to find its way, though the process 
may have. its uncomfortable aspects. And labor, for the good of the 
economy, must have power enough to exert real pressure on business, 
and to make it do things which do not always come easily. The best 
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that can_be hoped for is a conviction on all sides that necessary changes 
will be made in a spirit of reasonable consideration for the genuine 
needs of the interests that are affected. This feeling of underlying 
confidence in the. reasonable character of other parties’ attitudes is 
probably the best definition of the kind of “security” which our system 
needs for the generation that is ahead. 

-The opposite theory, which relies entirely on maximum incentive to 
private investment, is also one-sided. It reverses the logic of the con- 
sumption theory, by holding that the way to high consumption is high 
employment, and the way to high employment is high investment, 
which is therefore the thing to seek first. There is much reason in the 
claim that if we act on this assumption, we shall make a better record 
than if we go entirely on the contrary assumption that has just been 
analyzed—hetter, that is, so far as concerns employment arising spon- 
taneously from market demand, and not jobs directly created by 
government expenditures. Our dependence on public creation of jobs 
could be reduced. But any such dependence at all is suspect under this 
theory, as involving further and more or less continuous deficit spend- 
ing, which in itself tends to undermine business confidence and thus to 
prevent private investment from showing what it can do. 

So the full and logical flower of this theory is reliance on private 
business to do the whole job; and a sheer act of faith in its power to 
do it. This faith gets some added support from the record of the months 
following Japan’s surrender, not merely because employment was high, 
but because this happened when advocates of public intervention had 
been predicting eight million unemployed. But such a discomfiture of 
the prophets of gloom is not certain to last; it is too shaky a foundation 
on which to stake the success of a policy. In fact, one of the certainties 
seems to be that the system of private enterprise breeds cyclical 
fluctuations, with an inherent probability that they will acquire larger 
amplitude as increasing per capita real income increases the proportion 
of nonessential and postponable expenses in our national budget. Fur- 
ther, there seems to be an inherent possibility of something like chronic 
underemployment, showing itself in a failure of the cyclical fluctuations 
to reach full employment even at the peak; and possibly showing itself 
also in a weakening and retarding of the forces of automatic recovery. 

The strongest ground for hope that these darker possibilities will not 
materialize seems to be the fact that growing numbers of industrialists 
are recognizing the maintenance of employment as an integral part of 
the main job of industry. They are recognizing that the survival of 
private enterprise is contingent on achieving a better performance than 
in 1930-39. And a significant number of them are according govern- 
ment a positive place in this picture, recognizing that the single enter- 
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prise is not in a position to eliminate the root causes of the trouble. If 
business does its best and government collaborates with moderate 
measures, stopping short of those that would disturb business con- 
fidence substantially, we may see an improved performance; but we 
shall not permanently eliminate unemployment. 

This leaves us facing a question of degree. American labor and agri- 
culture now definitely prefer private enterprise to-collectivism, even at 
the cost of some unemployment; but how much unemployment will 
this attitude survive? Is there some point at which they would either 
change their minds and deliberately prefer collectivism, or else demand 
of government further measures which would be inconsistent with 
successful performance by private business, and would therefore lead 
to collectivism by default and without what could fairly be called de- 
liberate choice? There are several criteria which will play a part in the 
answer to this crucial question. 

One is the criterion of the amount of unemployment for which adé- 
quate unemployment compensation can be financed without imposing 
burdens so heavy as themselves to be a crippling handicap to private 
employment, and thus to bring. about a vicious circle. This limit has 
been brought to the front in the Beveridge plan. Secondly, within the 
limits of financially practicable compensation, will there be enough’ 
workers idle and dependent on benefits for long enough periods to 
create discontent which will require a change that would’ substitute 
jobs for doles? Thirdly, if such a situation arises, how much further 
public intervention can business assimilate without falling into the 
vicious circle already mentioned? This is probably a moving limit, but 
at any given time a real one. Fourthly, if this limit is approached, will 
labor and other interested groups revise their ideas about the amount 
of unemployment they are prepared to tolerate, or will they decide that 
they prefer collectivism, or will they go ahead with employment-creat- 
ing policies and take their chances on the outcome? It is the answers 
to these imponderable questions that will decide whether the cleavage 
of thought and policy we are considering can be resolved in a workable 
synthesis. : 


IV. Wages Versus Profits 


There are some to whom the crucial test of policy seems to be its 
effect in redistributing income in the direction of greater equality, or 
increasing wages at the expense of profits, with no limit suggested. 
Others show an opposite leaning. Such divergences would appear to 
have roots in temperament and sympathies, affecting judgment as to 
the relative importance of things. At any rate, in the light of the crisis 
of 1946 and the threat of a renewal in 1947, there can be little justifica- 
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tion for neglecting this problem, as some Keynesians tend to do. Our 
uncertainty as to the effects of the wage-price structure on total real 
spending and employment merely emphasizes its importance as a prob- 
lem. 

As to the cleavage between those who hold that higher wages reduce 
employment and those who maintain that they increase it, let me 
suggest the novel and radical idea that it depends on how high wages 
are to start with—that there is an optimum share which wages may 
fall short of, or may exceed. As to the location of this optimum rela- 
tive to actual wages, there is a presumption that, with the present power 
of unions and the tactical situations and pressures under which labor 
leaders find themselves, they are under impulsion, and have power, to 
push wages above the optimum unless present powers of resistance 
increase. 

On the other hand, at a time when opinion is swinging in this direc- 
tion, it is well to remember that high and increasing wages are a neces- 
sity to the health of business, and that for its own good it is probably 
necessary that labor should have power enough to make business pay 
more than is pleasant for it—more than it would choose to pay if 
the power lay in its hands undisputed. Under existing monetary condi- 
tions, it is probably better if wages are pushing against the top of the 
optimum zone than if they are in danger of falling below its lower 
limits. l . 

And if the health of the economy requires a lower rate of profit than 
business has thought reasonable in the past—as may very well be the 
case—then the important thing would seem to be to take thought for 
adjusting the business structure so that it may be viable at a reduced 
average level of profit. Merely reducing the average, with_no other 
change, would increase to a dangerous extent the number of concerns 
which at any given time are making deficits. 


V. Mathematical Economists and Others 


There is one cleavage of a different sort about which I feel rather 
strongly. Mathematical economists constitute a growing and able sect, 
using an esoteric method and a special language which make their 
results increasingly inaccessible to the rest of us, and a plea for com- 
municability seems much in order. The main ground for such a plea 
is, first, that their work is not complete without verification of their 
concepts and premises, as to their resemblance to reality, and of the 
consequent degree of approximation with which reality can be expected 
to conform to the indicated results. Secondly, this verification is a job 
for a different type of student from the one whose time has been spent 
in the mastering and manipulation of these high-powered techniques, 
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Mathematical economics can fairly be asked, in the interest of its own 
influence and acceptance, to do its part toward making such verifica- 
tion possible. 

There appears to be some lack of clarity as to what economists in 
general can justly ask of mathematical economics. They are not con- 
cerned with what kinds of rabbits the initiated can pull out of their 
curious hats. The widely variant answers to the problem of duopoly may 
serve as a simple illustration of the different breeds of rabbits that can 
emerge from not-very-different-looking hats. And in a limited number 
of instances in which I have been able to check how the rabbit got 
into the hat, I have concluded that he did not have a very close bio- 
logical relationship to the rabbits one meets in actual economic life. 
It would-be invidious to cite instances; but those I have in mind include 
outstanding ones, which have earned rank as classics in their field. 

What an economist wants to know is what features of the concepts 
and assumptions used are responsible for the character of the results, 
and how much difference it would make to the results if these concepts 
and assumptions were modified by taking in more of the complextties 
of reality. And when an optimum, or a level of equilibrium, is defined, 
he needs to know whether it is closely determined, or whether it is of 
such a sort that a small range of indeterminateness in the conditioning 
factors could permit a large shift in the result. Sometimes it seems to be 
of the latter character. 

What is needed is not a reduction of difficulty for the uninitiated by 
elision of steps in the reasoning; rather the contrary, it is greater at- 
tention to certain steps which the specialists tend to elide, when they 
are talking, as they usually must, to one another. Professor Hicks re- 
cently told the writer that he likes to test propositions by putting them 
both in language and in symbols. This seems highly desirable for im- 
portant theorems, not only as facilitating verification, of the sort indi- 
cated, but as -safeguarding the original reasoning against nonsense 
results. In manipulation, abstract symbols can be made to do things 
foreign to the nature of the economic realities they represent; hence 
symbols do not automatically eliminate loose thinking. 

Bertrand Russell once spoke, I believe, of the ambiguity of the word 
“is.” This presumably remains, but is harder to detect, when the word 
is translated into an equals sign in an equation. More concretely, the 
economic meaning of supply and of supply schedules, as autonomous 
economic determinants, is peculiarly tricky; so also is the concept of 
substitution of factors for one another in response to adjustments of 
their costs. Essential factors of time are terribly easy to ignore and 
can result in application to business cycles of conclusions pertinent 
only to longer movements. 
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In one case the only conclusion I was able to reach was that the 
indicated result sometimes happened, and sometimes the opposite; 
and that when it happened, it did so for several reasons other than the 
one given. In another case, the conclusion was that a limited movement 
occurred where the formula indicated an unlimited one, because the 
determinants did not act as the formula assumed. 

If all cases were like these, one need not worry too much. The 
trouble is that it seems likely that this body of thought contains im- 
portant truths—truths so important that they should not be ignored— 
mixed with other matter and not verified to the point of being safe to 
adopt and apply. And I take the risk of giving offense where none is 
intended, precisely because of my sense of the probable importance of 
some of these truths. In fact, this method seems able to make unique 
contributions to the whole long-neglected area of total flow of income 
and employment; and it would be tragic if the type of economist fitted 
for realistic verification of premises should be excluded from access to 
the most powerful theoretical analysis in this field. So my purpose is 
not needling, but rapprochement. 


VI. Are Professors Useful? 


A final differentiation worth more than passing mention is that be- 
tween professors—specifically, the theoretical variety--and other kinds 
of economists. It is not generally realized for how limited a time “regu- 
lar” economics has been dominantly in the custody of a guild of pro- 
fessors, especially in view of the fact that they do not seem to develop 
> their full peculiarities unless they are members of a group dealing with 
their own subject and having a tradition to conserve. That enables me 
to rule out Adam Smith and Malthus, while Quesnay, Ricardo, Mill, 
Marx, and other notable pioneers are already in the nonprofessorial 
category. The change to professorial dominance came perhaps in the 
last third of the nineteenth century; and now the supremacy of the 
guild is waning notably with the growth of economists in government, 
private research foundations, and advisory positions to business and 
labor. The time may be ripe for an appraisal of the benefits and detri- 
ment which have accrued to our tradition from the influence of the 
guild. 

The development of economic theory has reflected both the issues 
and conditions of its time—usually with a lag—and the momentum of 
its own intellectual formulas. The mutation to “marginalism” that 
marked the opening of the guild period consisted of new answers to 
Ricardian problems, suited to a successfully expanding period of in- 
dustrialism and armed against the uses Marx had made of Ricardo. 


Subsequent piecemeal reform made little impress on the structure of. 
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theory.’ The great depression of the thirties brought -a fresh creative 
impulse, springing once more from the soil of current problems. Its 
dominant figure—Lord Keynes—was both a member of the guild and 
a good deal else besides. 

In general, and with notable exceptions, the professorial influence 
has been on the side of developing and refining its own received canon, 
with an amazing wealth and variety of scholarly methods and abilities, 
combined with great areas of deliberate ritual blindness to vitally im- 
portant aspects of the world they are interpreting. There is also what 
Veblen would have called the “self-contamination of the professorial 
instinct of workmanship,” whereby a theory becomes an end in itself, 
in defense of which inconvenient facts must be by-passed, neutralized, 
or ignored. Professors seem to feel strongly about making economics a 
science; and to be impelled, somewhat more than others, to make it an 
exact sclence—more exact, in fact, than the material warrants. This | 
urges them to formulate problems and select assumptions permitting an 
answer in the form of a precisely determined equilibrium.’ Thus the 
search for a-precise result conflicts with realism, and accounts for 
conclusions with which realistic students disagree. 

Another professorial trait (especially, it seems, among economic 
theorists) is an interest in the boundaries of their discipline, and in 
staying inside them. This leads many today to adjudge it unscientific 
to consider the human importance of things and to ask what ends 
economic mechanisms serve—the only scientific method being to accept 
as final data the choices made by individuals, mainly or entirely the 
kind of choices made in markets. In particular, there is the school 
which insists that economists must make no “interpersonal com- 
parisons” of values, and there is the “welfare economics,” built within 
this strange self-imposed restriction, which means in effect that it must. 
accept the kinds of valuations—including interpersonal comparisons— 
which markets make. The notorious social biases of such choices are 
not cured by the fact that other practically-available ways of reaching 
decisions are also biased. 

The economics that is uppermost today deals with statistically meas- 
urable quantities, with their movements and their interrelations. In 
that sense it is not entangled in the question of subjective values. But 
the greater part of it centers around the recognition of one supremely 
important human value; namely, the value of a job. On this one 


1 Pigow’s Economics of Welfare is a notable exception. 

aI have found an eminent economist rejecting certain assumptions, without even in- 
quiring whether they corresponded with the facts, for the sole reason that they were incon- 
sistent with a determinate equilibrium. Since the facts afford ample evidence of the presence 
of forces that do not lead to precise equilibrium, this amounts to excluding part of the 
forces known to be at work. It is no doubt done more offen than it is openly acknowledged. 
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requisite of sound living, most of us are ready to set a value which we 
do not get from the valuation markets set on it. This is a good begin- 
ning. Other values may be found equally deserving of recognition. 

This picture, like all such pictures, is too simple. And the peculiar 
services of the guild, in developing tools of thought and refining formu- 
lations, are not to be lightly disparaged. Professors, like politicians, are 

“not only necessary evils; they have their positive uses. But after look- 

ing at the story, it may well seem that they can render their best service 
as members of a balanced team. And as members of a team, one of their 
most invaluable contributions is paradoxical, arising from the fact that 
economics is not an exact science. Where issues spring from conflicts of 
organized interests, and cannot be solved by mechanical processes of 
calculation, the disinterested impartiality and objectivity of the pro- 
fessor become invaluable, if they are not allowed to become desiccated 
in ivory-tower detachment, and if he serves, not as intellectual dic- 
tator, but as 4 member of a team, receptive to the values the other 
members express. This is obvious in the settling of particular disputes. 
It is, I believe, no less true of what goes. into the generalizations or 
abstractions of theory. 
- But how bring about the necessary teamwork? There are still cleav- 
ages between professors and others; but there are also bridges. Pro- 
fessors move in and out of public administration. Schools of business 
afford contacts, though it must be admitted that they do not always 
yield perfect teamwork. The Committee for Economic Development has 
afforded contacts, to the high value of which I am glad to be able to 
testify. But perhaps the most important force-is the irresistible ex- 
posure of the professor to the pressure of problems arising from his 
perplexed and agitated world rather than from the received canon of 
his discipline. It is up to him to let these pressures register. 

Can he do it? That is an individual matter; and various tests could 
be suggested. Can he treat every theorem as a tool of analysis and 
not an end-product; an approach to reality rather than the terminus of 
the journey; a partial and provisional truth, always on trial? And can 
he rise superior to his own intellectual vested interests in these theorems 
—which he will always have? Can he resist the temptation, when he has 
defined the behavior of his model, to say: “This will happen, in ac- 
tuality”? Can he call monopoly, monopoly wherever he finds it, or 
does he call it “the democratic process” when he finds it in the hands 
of someone he approves of? Is he one who cannot think he is thinking 
‘unless he is maximizing something with mathematical precision, or who 
discards a premise if it does not lead to a determinate equilibrium? Can 
he recognize an idea as of value if it is expressed in plain English and 
mot in esoteric code? (Not that codes should be abolished.) Can he 
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stand the test of long-sustained reading of formal theoretical works of 
classical or neoclassical type without ever forgetting what is left out? 

Finally, can he keep his ideals separate from his formulations of 
actual economic forces; or will he mix them up, as did Koko, the 
Lord High Executioner, when he excused himself for falsely pretending 
to have carried out the Mikado’s order by saying: “When your Majesty 
says, ‘let a thing be done,’ it’s as good as done. . . practically, it is done . 

. . because your Majesty’s will is law. Consequently, why not say so?” 
The Mikado accepted the explanation for a purely literary reason: 
he had to, to bring the opera to a happy ending. Is our professor equally 
biased toward happy endings? 

You may conclude that, like Koko, “I’ve got a little list,” but also 
that, like Koko (and unlike Mortimer Adler), I do not propose to 
execute anybody. Let us have not cleavages but fruitful differences, 

and let us build as many bridges as we can. 


THE ECONOMIC OUTLOOK OF THE UNITED KINGDOM 


By Sir Henry CLAY 
Oxford University 


My subject is one that involves prophecy, and prophecy is an exercise 
from which I shrink, even when it is called forecasting. When the 
future depends on political as well as economic policies, on other coun- 
tries as well as the country under discussion, and on the large element of 
accident which, though ignored in these days of planning, remains 
important in all large political and economic problems, the need for 
‘caution is greater. I shall limit my liabilities by confining what I have to 
say to a single change to be observed between the two wars, a change 
to which the second war has given additional significance, and I shall 
leave you to draw your own inferences after collating that change with 
others and with anything in the position of the United Kingdom, if 
there is anything, which remains unchanged. 

There is a rough and ready index of the change I have in mind in the 
fall between 1912 and 1938 in the proportion of British industrial 
production which was devoted to export. It fell from about two-fifths of 
the whole to about one-seventh. A seventh is not a small proportion; the 
multiplier effect on the rest of the economy of any variation in so large 
a fraction might be great, and its influence is enhanced by the con- 
centration of a large part of this export production on a few industries 
and a few areas. But the decline is a significant change. 

Some such change was overdue before the first World War. The 
concentration on the one hand of so much of the world’s export trade 
in textiles, coal, ships, and hardware in British hands, and on the other 
of so much of British resources in these exports was a survival of 
nineteenth century conditions which were passing and likely to be 
altered as knowledge of modern technology spread from old indus- 
trialized countries to new countries. But the change might have been 
gradual and easy; the history of British export trade is a story of con- 
tinual shift from markets reduced by tariffs or more efficient competi- 
tion to new markets, from Europe to North America, from North 
America to the East, the Dominions, and South America. The effect 
of ‘the war was to defer the adjustment and render the need for it 
sudden and catastrophic instead of gradual and easy. 

The war inevitably had some such effect. It interrupted the contact 
between producers and their markets, driving the latter to seek alterna- 
tive sources of supply. It excited nationalist feeling which supported 
demands for protection set up by new wartime industries in former 
markets. One great change of the interwar period has been the virtual 
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completion of the wall of tariffs with which exports are faced. Before 
1914 there were still wide gaps which the flood of exports could pour 
through whenever diverted by some raising of tariff walls here or there; 
by 1933 these gaps had been closed, or their early closing could be 
foreseen. This completion of the tariff obstacle to trade was far more 
serious than the height or form of particular obstructions to trade with 
any one country. The war dislocated normal relations between indus- 
tries, between different prices, and between wages in different occupa- 
tions. It increased the risks and raised the costs of industry, and left a 
burden of debt. The English system of taxation imposes heavy charges 
on profits, irrespective of whether they are distributed or retained in 
the business; thus it intercepted the funds on which the redirection 
and re-equipment of industry would previously have drawn for finance. 
And the chief task facing British industry in 1920 was just such a re- 
orientation. ; 

The concentration of scientific interest between the wars on trade 
cycle theory may have been justified in America. In the United King- 
dom it was unfortunate. It diverted attention from the structural ptob- 
lem of dislocation calling for far-reaching reorganization, offering the 
interested public fascinating analyses of the effects of varying interest 
rates, when in important industrial areas one in five or six of the oc- 
cupied population remained unemployed through boom and depression, 
high interest rates, and cheap money. 

The second World War may be expected to have effects similar to the 
first. The dislocation was greater and more prolonged. On the other 
hand, the control of prices and supplies was more effective; and a 
conscious policy aimed at anticipating and resisting the protectionist — 
influences of war is another difference. It is because this policy seems 
to me so important that I have thought it worth while to try to elucidate 
the change it seeks to reverse. If I had to put in a sentence the change 
indicated by the two fractions I compared, I should say that in 1914 
England was the center of a world economy which by 1938 had been 
disrupted. I was going to say a rudimentary world economy, but it was 
more than that. When I began teaching economics, I used to tell my 
students that international trade was a misnomer, all trade was inter- 
individual; by 1938 international trade had become only too true a 
description. 

One hundred years ago the United Kingdom took a great risk—the 
risk of dependence in large measure for its food on imports and de- 
pendence in large measure for employment on exports. The decision 
was abundantly justified; the standard of life rose to heights that 
would have been impossible under any other policy, and industry 
expanded steadily to employ a large increase in population. Almost as 
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a by-product of a self-regarding policy, a world economy came into 
existence—almost, but not altogether, because there was a strong ideal- 
ist element in.the political movement which forced the new policy on 
the country. But the chief explanation of the change was the continuing 
influence of the opening of the British market to imports. 

This opening made it possible and economically safe for other coun- 
tries to devote a large part of their resources to specializing production 
for export; had there been no such open market, it would have been 
unsafe for regions like New Zealand or the Argentine to specialize for 
export, and regional specialization would have developed only in conti- 
nental states like the United States of America and Russia. Correlative 
specialization of the United Kingdom and other industrialized coun- 
tries on industrial exports developed simultaneously. Shipping and other 
communications expanded; a network of personal and financial rela- 
tions was established to serve as the nerve system of the world economy 
—smerchants operating over half the world, managing agents and affili- 
ated firms, overseas banks and financial houses. Trade and payments 
moved as freely and easily between different parts of western Europe, 
the Far East, the Dominions, and the Americas, as between different 
counties of the same state in an earlier age. 

The process by which this market unification of so much of the world 
proceeded was very simple. The United Kingdom was always willing 
to buy—at least it opposed no obstacle to the entry of imports; but 
it bought for its own currency—sterling. The suppliers of exports to 
the United Kingdom acquired sterling and used it either to buy British 
exports or to make payments to third parties. Thus sterling acquired 
the status of an international currency, generally acceptable over a 
large part of the world and used to make payments in many transac- 
tions outside the United Kingdom. Because so many people in other 
countries received sterling for British imports and needed it to pay for 
British exports, they slipped into the habit of holding sterling balances 
on which they could draw at will. They let these accumulate when 
their sales to the United Kingdom outran their purchases; they re- 
plenished them against future needs by borrowing on the London 
capital market. There appeared to be a notion during the recent war 
and earlier when the United Kingdom went off the gold standard, that 
the sterling area was a recent creation. It was nothing of the kind; it 
dated from the time when the first bank in a new country was estab- 
lished by British capital and, since its first work would be to make 
payments in trade between the new country and London, kept a part. 

_ of its resources in the form of a balance in London. As trade with the 
United Kingdom grew and more and more payments came to be made 
in sterling, it became necessary for countries using sterling to keep 
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td.) balances in London, the center through which their payments were 


Ü 


cleared; and the sterling area is simply the group of countries which 
at any time, because they clear so many of their payments through Lon- 
don, kept an important part of their reserves in the form of sterling 


- balances. So long as sterling was linked to gold, there was some excuse 


for not perceiving this; but for fifty years before 1931 a sterling area 
had existed, the members of which were on a sterling exchange stand- 
ard, linked only indirectly with gold. A similar misunderstanding was 
the illusion that the so-called “dollar pool” was a wartime creation. 
Like the sterling area, it was an old-standing natural practice; the 
countries in the area, just because they made most of their foreign 
payments in sterling, did not require direct relations with New York; 
if they acquired dollars, they sold them in London and credited the 
proceeds to their sterling balances; if they wanted dollars, they bought 
them in London. The unified control by common agreement of wartime 
was merely the means of reserving precious dollars for payments oT 
highest wartime priority; if as a result of postwar changes, dollar, re- 
quirements of sterling area countries are no longer met through London, 
not a single additional dollar will be spent on American exports, but 
the business of dealing in sterling-dollar exchange will be spread over 
a dozen narrow markets instead of being collected in one broad market 


- with an inevitable, if slight, increase in the cost of the business. 


I have dwelled at some length on the status of sterling as a world 
currency because it supported and amplified the influence which the 
ever open British market for imports exercised. It did this because 
it removed any currency limit on the amount of British imports, both 
in periods of good trade and in depression; any currency limit I have 
said, because the limits imposed by ordinary commercial influences re- 
mained. But the currency limit is important. We English and Americans 
do not realize how fortunate we are in being able to buy all the imports 
we want with our own currency. Other countries in the main have to 
make sure of their foreign exchange before they can import, because 
suppliers in other countries will not usually accept payments in the 
currency of the importing country. Those countries with currencies 
which have not a world-wide acceptability insist, therefore, when pos- 
sible, on payment for their own exports in one or the other of the great 
world currencies or in gold; the Poles before the war wanted payment 
for their exports in sterling, not in zloty; the Greeks in sterling, not in 
drachmae; I doubt whether the Russians would have thanked you for 
payment in rubles; and we know what ingenuity the Germans showed 
in avoiding payment in marks, except under a clearing system devised 
and controlled by themselves. The United States of America also can 
always secure its imports by offer of its own currency; but the United 
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States did not open its markets to imports with the same freedom as 
the United Kingdom, and it is the combination of an open market with 
ability to pay for imports in that market’s own SUITED which gave 
the British market its economic influence. 

It is interesting to note that Keynes’s first proposal for an inter- 
national monetary union merely generalized the position of sterling on 
the eve of the war. Imports could be paid for to any amount in 
Bancor; if the suppliers of those imports did not use the proceeds to 
purchase compensating exports, they could not demand conversion 
into gold but were forced to leave the proceeds as a virtual loan to 
the importing country, in the form of a Bancor balance. Similarly the 
United Kingdom paid for imports in sterling, and if corresponding 
exports did not result, all that happened was that foreign sterling 
balances went up. Actually before the war the administration of sterling 
offered greater facilities than the Keynes scheme proposed, since it 
allowed capital transfers. It could hardly have maintained that facility 
after the war. 

Because sterling enjoyed this position, the British market had an 
expansive influence on world trade and provided a support for trade 
even in the worst depression. The evidence is the expansion in the 
volume of British imports between the boom year of 1929 and the 
bottom of the world slump in 1931. I cannot judge whether a market of 
this sort—a market in which the countries depending on exports can 
dump their surplus and get good foreign exchange when trade is at its 
worst—is indispensable or not. I am sure that it is a powerful support 
and stimulus to world trade. And there are parallels which suggest 
that it is essential. It is inconceivable that the growth of corporate 
enterprise could have gone so far if there had not developed pari passu 
stock exchanges in which people who had committed their savings to 
corporate enterprise could in case of need realize their securities. It 
is generally accepted that the present extended use of credit would 
have been impossible without central banks from whom in emergency, 
when liabilities had to be met and every other resource was closed, 
credit on some terms could be obtained. The elementary function of a 
central bank is to act as “lender of last resort”; the function of the 
United Kingdom market before 1914, and indeed until 1933, was to 
act as “buyer of last resort.” 

It will be clear even from the little I was able to say about British 
trade between the wars that Britain’s ability to sustain this role had 
been seriously hampered by the first World War. The importance for 
our present limited purpose of the second war is that it made it certain 
that the United Kingdom would no longer sustain it. The trend of 
British imports was upwards, even after the introduction of protec- 
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tion, until the eve of war; but the trend of exports was downwards, 
with the result that first a favorable balance on current account avail- 
able for foreign lending in the twenties disappeared and then it was 
replaced by a deficit met by the liquidation of overseas investments. 
The war compelled the United Kingdom to realize overseas investments 
and to incur oyerseas liabilities to a total of over 4 billion pounds, 
more than the total estimated value of British overseas assets before 
the war. This effected a revolution in the country’s balance of trade 
payments. Before the war the country paid for about 900 million 
pounds of imports with 500 millions of exports, 200 millions of income 
from overseas investments, 100 millions of shipping earnings, leaving 
a gap only partially bridged by banking and other services. The loss of 
the income from foreign investments which has to be faced when the 
large total short-term indebtedness is funded leaves a gap which cannot 
suddenly be bridged. Meanwhile the country’s need of imports has 
not diminished. . a 

It is idle to speculate what might have happened had the United 
Kingdom set itself to work back to something like its prewar position 
and practice, with such restrictions of imports and payments as were 
unavoidable. For its adhesion to the International Monetary Fund 
recognized as permanent and confirmed the change produced by the 
war, in two ways: by accepting the obligation of convertibility under 
section 4 of Article VIII, it deprived itself of the discretion it had 
enjoyed between 1931 and 1946 in meeting current payments or accept- 
ing imports only on condition that the supplier was content, until 
exports expanded, to hold the sterling with which he was paid; while 
the right accorded to deficiency countries by section 5 of Article IV 
to devalue their currencies by as much as 10 per cent must constitute 
a powerful deterrent on willingness to hold sterling. Flexibility in 
exchange rates is probably necessary to countries dependent on a 
single or a.few agricultural exports; to the industrialized countries 
of Western Europe with their varied and diverse trade only a drastic 
devaluation of 30 or 40 per cent, or alternatively a‘discriminatory range 
of devaluations in relation to different countries and even to different 
commodities offers much prospect of relief. The advantage of going 
off gold was different and distinct; by relieving the country of the 
obligation of convertibility it made it possible for the monetary au- 
thorities to pursue an expansive credit policy which helped to revive the 
domestic market in spite of an unfavorable external position. 

The net outcome of these changes and commitments is that the 
monetary authorities of the United Kingdom can no longer take the 
risks of an unbalanced external position. They are forced to watch 
their accounts with other countries and take action to correct any 
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divergence from equilibrium. They can of course draw upon the inter- 
national monetary fund; but their total credit would not meet the 
deficit on last year’s accounts, and the annual draft they can make 
would not do more after allowing for the rise in prices than cover the 
prewar annual deficit. 

If the United Kingdom is no longer able to sustain the role of buyer 
of last resort, the prospects of international trade must be affected. 
Trade may expand; but it will lack the stimulus and support of a 
market that does not shut up when trade falls off and it is needed most. 
The -reaction on the countries most dependent on exports—the spe- 
cialized agricultural regions of the world—may be serious. Agricultural 
prices fell disastrously between 1929 and 1931—+to the British con- 
sumers’ benefit—with the United Kingdom market open. If that market 
or a similar successor is unable to keep open, it is not obvious where 
the world’s agricultural surpluses will go, and the existence of any 
farge surplus will depress prices. Only one country is in a strong 
engugh position to undertake the function which the United Kingdom 
has ceased to discharge—the United States of America. I do not know 
whether there is any hope of such a revolution. The United States in 
1946 has much in common in its relations with the rest of the world 
with the United Kingdom in 1846. It is not under the compulsion 
that the United Kingdom was to open its market to supplies for a 
starving population, but it is in a far stronger position to take the risk. 
A foreigner can have no opinion, at any rate for publication, on this 
issue. 

My subject is the outlook for the United Kingdom, and the bearing 
of the change here is clear enough. The standard of life of the popula- 
tion of the United Kingdom is dependent on imports; it cannot be 
restored from its depressed wartime level unless imports can be in- 
‘creased. Given time, the means to pay for increased imports may be 
found or adequate substitutes for imports developed; but the time may 
be long. Meanwhile the country is, it seems to me, likely to suffer from 
its failure to integrate two economic policies, pursuing an identical aim, 
which were elaborated without sufficient regard for any possible diff- 
culty in paying for imports. 

The first is the policy of full employment, to which all political 
parties are committed. Between the wars the government was driven to 
experiment in methods of providing employment by state action. One 
effect of these experiments was to encourage the shift of resources from 
the depressed export industries to the expanding home-market indus- 
tries, particularly building. The development of this experiment into a 
fully elaborated policy is likely to have the same effect, since govern- 
ments will always be under pressure to do first whatever canbe done in 
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the area under their direct control—the home market. The other policy, 
less explicitly formulated but assumed in the great program of extended 
social services, is the raising of the standard of life of the population 
and the elimination of poverty. If the full employment policy accentu- 
ates the trend away from export industry and the country can enjoy 
only such imports as it can pay for currently, full employment will 
stand in the way of a higher standard of life. This is no unreal danger. 
The present financial policy of maintaining cheap money by the con- 
stant pressure of increased monetary supplies produces inflationary 
conditions in the home market which by themselves would handicap ex- 
ports and stimulate imports. It is not allowed to show this inflationary 
effect, and wartime control of the cost of living and of imports prevents 
the overt effect. But the rise of prices, outside the area of controlled and 
rationed goods, the high level of stock market prices, easy profits, and 
universal shortages afford evidence of an inflationary movement re- 
pressed but not prevented. The inflationary condition of the labor. 
market—an incident of full employment that has never been faced— 
has something to do with the lowered efficiency of labor compared with 
before the war. It is not the whole explanation; shortages and uneven 
movement of supplies, the failure to co-ordinate controls of materials 
and complementary production have to be brought into any explana- 
tion; but some influence must be allowed to the disappearance of the 
fear of unemployment. The program of social reforms was based on an 
assumed increase in national real income; 13 per cent between 1938 
and 1948 was an authoritative estimate. Such measures of output as 
are available point to a substantial decline in real income. 

Keynes in the Treatise on Money compelled his contemporaries to 
face two potential disharmonies in a market economy which the classi- 
cal economists had slurred over. He pointed out that the tendency for 
savings to be invested and so to furnish employment could not be 
assumed. The decision to save and the decision to invest were separate 
decisions made on different considerations and made largely by different 
persons. It was not sufficient, therefore, in case of wide divergence, to 
rely on the market to bring ‘them into accord, and government action 
might be needed. Similarly the decision to export and the decision to 
import were distinct, made on different considerations largely by dif- 
ferent persons. He was more successful in impressing the former on 
his contemporaries than the latter, and a “cleavage” which might be 
added to Mr. Clark’s list is between the English economists who accept 
the need of government intervention to insure an adequate volume of 
investment in the interest of full employment, but regard the unaided 
influence of market forces under multilateral trade as sufficient to 
insure a balance of imports and exports; and another group who hold 
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the view that government must either plan the whole economy, in its 
external as well as its internal relations, or leave both factors to be 
regulated spontaneously by production responding to free spending. 
My own opinion is, for what it is worth, that the scale of adjustment 
called for must decide policy, and that to leave United Kingdom im- 
ports and exports, after the loss of the country’s creditor position, to 
find their own level without government assistance would be so devas- 
tating both to employment and consumption that no government could 
persist in the policy. Market forces in the long run would no doubt 
restore equilibrium in the balance of payments, but the transition would 
be painful and slow. After the first World War the country had a 
similar readjustment to make; it made it by leaving the unemployed in 
the older export industries to live on relief until the expanding home 
market industries could absorb them, in the meantime balancing ex- 
panding imports, first by reducing foreign lending and then by liquidat- 
«ìng overseas assets. 

It is to be expected, therefore, that the United Kingdom will work for 
intreased exports; but, since these will not be easy once the restocking 
phase is ended, that it will restrict imports. A year and a half has 
elapsed since war ended and much has been done to convert industry 
to peacetime needs; but the wartime system of controls of consumption 
and control of imports still continues, and shows few signs of disappear- 
ing. Before imports can be freed it will be necessary to redirect industry 
and develop a new distribution of resources adapted to the changed 
conditions of the country. Much capital must be written off, much 
new capital provided, and a large diversion of labor brought about. 
Such a change can be made possible only if industry has great adapta- 
bility, and present political tendencies do not favor adaptability. The 
controls of material and investment which are maintained to prevent 
prices from rising hamper it. The cheap and plentiful money policy 
encourages adaptation to the demands of the inflated domestic market; 
the taxation of business profits depletes the funds-by which re-adapta- 
tion should be financed at the very point at which there is evidence 
of the need and capacity for such changes. And I find it hard to believe 
that the extension of government ownership and operation to a fifth of 
the economy, coupled with an authoritarian interference with the free 
direction of industry in the rest of the economy, is likely to make the 
economy more elastic and adaptable. Since the country in its new 
position has somehow to balance its sales to and purchases from the 
rest of the world, it would seem to be left with no alternative except to 
curtail its purchases. This is the novel element in the peacetime outlook 
of the United Kingdom. 


THE EMPLOYMENT ACT OF 1946 AND A 
SYSTEM OF NATIONAL BOOKKEEPING 


ECONOMICS IN THE PUBLIC SERVICE 


By Epwin G. Nourse 
Council of Economic Advisers 


On December 27, 1918, Professor Irving Fisher presented his presi- 
dential address to this' Association under the title, “Economists in 
Public Service,” taking as his text the then impressive fact that in 
Washington alone 120 members of the Association had been in public 
service—forsaking that aloofness from practical affairs that had been 
traditional in the profession. 

At the time, in January, 1943, when I had the responsibility of con- 
ducting a Washington meeting in lieu of the Association’s Clevelande 
convention, proscribed by ODT, more than 1,000 names from our 
membership of about 4,000 reported addresses in the Washingfon 
metropolitan area. Most of them were working with some war agency, 
and hundreds more outside Washington were actively participating in 
one way or another in the economic phases of the war effort. 

As the nation undertakes now to reorganize its life again—but more 
skillfully and more effectively—on a peacetime basis, many of this army 
of economists “far called, begins to melt away.” They carry back 
into the classrooms, the libraries, and the research laboratories of their 
private institutions a new outlook upon and more intimate familiarity 
with the functioning of the nation’s economic life, seen in its practical 
reality and in its complex entirety, albeit under the strains of wartime 
controls. 

Despite the size of this returning band of displaced persons to 
“normal” life, a large corps of economists and statisticians remain on 
the staffs of established economic agencies within the frame of the 
federal government. The precise size of personnel and scope of activi- 
ties must remain in doubt until we have tested the weight and sharp- 
ness of the Republican ax. For myself, however, I do not feel great 
alarm that our standing army of economists in federal service will 
be cut below the point where, with skillful and provident administra- 
tion, they can reasonably well protect our frontier of economic under- 
standing against the hosts of ignorance and prejudice. Their ranks will, 
of course, always be supplemented by the local militia of our colleges 
and universities, private research institutions, nonfederal government 
bureaus, and private business and labor organizations. 

(I purposely refer to economists in all these posts as part of a single 
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force, only loosely connected, but all seeking the same major objective. 
I purposely refrain from allowing the question of conflicting objectives 
of rival war lords and predatory guerilla bands from rearing its ugly 
head in the midst of this pleasant picture of professional solidarity.) 

It is not my intention to undertake any broad analysis of or general 

disquisition upon the nature of the economist’s job or how economists 
are serving the specific employers who sign their pay rolls or the 
general interest which also must be affected one way or the other by 
the impact of their work. What I have to say is dictated entirely by 
the fact that something new has been added to our governmental 
system just as we stand on the threshold of a new era of peace—a long 
or indeed a permanent peace—if we are not utterly mad. The new 
device is installed at a point of great significance and conceivably of 
great influence for the economist and for that branch of social science 
which we call economics. 
- This step in the evolution of our economic institutions to which 
I refer came with the passage of the Employment Act of 1946 and the 
sefting up of a Council of Economic Advisers in the Executive Office of 
the President. I have had occasion during the last-few months to ex- 
plore the meaning of this move in various gatherings—newspaper men, 
bankers, engineers, labor representatives, and the N.A.M. I deem it a 
very great privilege to be able to examine the theme again more inti- 
mately and with more freedom to raise technical issues because I now 
address the members of my own professional association. 

When President Goldenweiser invited me to appear on this program, 
I thought first of stealing Professor Fisher’s title, just as he phrased 
it at the end of the first World War. When I looked back to check my 
memory of his title, I realized that he had said, “Economists in Public 
Service,” whereas I had been thinking, “Economists in the Public 
Service”—a slight but potentially significant difference. I did not want 
my title to convey the idea of economists merely as federal job holders 
——even tax eaters. The phrase “in the public service” means much more 
than “in government employ.” 

Then, as I thought further, it seemed_desirable to move also from 
the rather personalized suggestion conveyed by the word economists 
to the more generalized and depersonalized suggestion carried by the 
title, “Economics in the Public Service.” This phrasing reflects quite 
succinctly my own interpretation of the role of the Council of Eco- 
nomic Advisers to the President. I conceive this agency as the doorway 
through which the best thinking of systematic economics (not for- 
getting the lay brothers) may be brought into clear and effective focus 
at the point of executive decision as to national economic policy and 
action. . 
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Some cynical people have alluded to the Council as “the Three Wise -` 
Men of Economics,” standing at the President’s elbow to give him smart 
answers to economic riddles or to tell him just what to do in every 
economic crisis or situation as it arises. Now I do not regard myself as 
33% per cent of the Three Wise Men. I do not claim that the Council 
is composed of the three greatest economists in the United States or 
even that it includes any one of that sacred, three. As I understand 
the matter, we have, by the vicissitudes of politics, been entrusted 
with the task of organizing an agency through which, over the years, 
the Chief Executive of the United States may see the economic situation 
and problems of the nation in its entirety and through professional eyes. 
It is the responsibility of this agency to process for his consideration the 
materials which should be of most use to him in laying out his policy 
and following his course of action with reference to the national 
economy. 

It is incumbent on us, in the first place, to show good judgment as 
to how a small peak agency can be organized to synthesize a large and 
complicated body of data and interpretation so that it focuses effec- 
tively upon the issues which are at a given time most significant for 
future welfare. As to these issues, we must bring wise counsel to the 
projecting forward, modifying, or even at times reversing of the line 
of government policy and the selecting of lines and types of action 
or of nonaction which need to be understandingly adopted in the given 
situations. 

It is incumbent upon‘us to lead in the development of a technique 
for continuous examination of the entire economy as a functioning and 
dynamic whole. We must show sense of perspective as between essen- 
tials and trivia and as to movement in time. We must have proper 
concern about the use of available indicators of the state of the nation’s 
economic health or the flow of the national economic process-—seen 
also in its international connections. At the same time, we must not 
allow our work shop to become cluttered with gadgets or ourselves so 
absorbed in reading gauges that we fail to apply our minds with insight 
and imagination to the total economic process, whose understanding 
requires both analytical and synthetic study of a most intensive kind. 

It is incumbent on us to be informed as to the problems formulated, 
the methods in use or being developed, and the personnel who are 
doing the best critical and pioneer work in the various areas within the 
whole field of economic research, both theoretical exploration and 
practical application. 

Under this interpretation of the Act, our agency should always 
remain a small assembly plant, using subassemblies, parts, and ma- 
terials drawn from all corners of the field. 
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‘Ttis quite appropriate for you in due time and vigorously, as the work 
of the Council of Economic Advisers unfolds, to call attention to our 


failures adequately to exploit these materials or to any ineptness or bias `“ 


in the way in which they are used. But before considering what critical 
role devolves upon you with reference to the functions of this agency, I 
trust you will ponder seriously your own responsibility for the range 
and quality of materials and of tools that you have provided or will 
provide for our use. From my standpoint as first chairman of this 
Council, appraising its potentialities for bringing economic light and 
guidance directly to the President but also indirectly to other parts 
of the executive establishment, to the Congress, and to the public, I 
cannot feel that economics in its present state is adequately prepared to 
render public service fully commensurate with this opportunity. 

It is a threadbare and rather stupid joke to say that any two econo- 
mists have, as to any economic issue, at least two opinions—if not 
«three; or that if all the economists in the United States were laid end 
to end they would reach no conclusion. We of the craft know perfectly 
well how large an area of common understanding and agreement there 
is as to basic matters. We understand also the necessity and wholesome- 
ness of arguing about every tentative conclusion which may be drawn 
along the frontier of dimly seen fact and exploratory interpretation . 
that marks out the growth area of any discipline. 

On the other hand, we must frankly admit to ourselves that often we 
have been too willing to content ourselves with puzzle-making and 
puzzle-breaking, all too prone to build up for ourselves areas of 
monopolistic competition in which we differentiated our intellectual 
products under conceptual terms that were often obscure and even 
confusing—sometimes intentionally so. 

It would be both tedious and ungracious for me to elaborate the 
readily accessible details of this indictment. Both as an officer of this 
Association and as an official of the Social Science Research Council, 
I have in past years repeatedly raised my voice to deplore our slowness 
in undertaking measures to clarify our own understanding as to the 
state of knowledge within our discipline or to set up any organizational 
machinery through which supposed discoveries or accretions to that 
knowledge could go through some practicable process of exposition, 
challenge, and acceptance—even in that provisional sense in which 
truth may be regarded as “proven” in any area where scientific pro- 
cedure is taken seriously. 

The physician holds life or death in his hands. It has developed 
naturally, therefore, that his practices and the principles on which he 
bases them have been subjected to scrutiny and even a measure of | 
control by his professional association. The engineer, on his part, is held 
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directly accountable for the outcome of expenditure made under his 
direction or for the safety of structures or of processes under his expert 
designing or operative direction. But we economists, in spite of the 
delicate and important character of the interests with which we deal, 
have been content with very loose and personal standards of profes- 
sional responsibility. We have been pleased to build our private systems 
of thought and to offer them freely to the public through both private 
and governmental channels of dissemination with no formal and 
recognized procedures for checking upon their validity or the methods ~ 
by which they had been formulated or tested. 

May I suggest that the Employment Act of 1946, in opening the 
door of opportunity to the ‘discipline of economics at the point of 
central policy consideration for the economy, lays upon the profession 
as such a deep responsibility? The conclusions, evaluations, and 
recommendations that the Council of Economic Advisers lay before 
the President should not merely be their own judgment, however welf 
informed. It should be possible for us to say: “The conceptual togls, 
the analytical methods, the statistical techniques, the cause-and-result 
logic that we used have been duly examined and approved in the pro- 
fession. Applied to certain problems by which the economy is con- 
fronted, they yield the following conclusions, and as to these issues 
we find widespread consensus.” As to a second area, we might say: 
“There are certain newer concepts, more experimental methods, not - 
generally accepted conclusions but clear divergence of opinion among 
well-qualified economists. Alternative conclusions as to these matters 


-arise at such-and-such points and follow specified lines. We of the 


Council take the responsibility, after consideration with our staff and 
consultants, of making this or that recommendation on economic (not 
political) grounds.” Or we might merely say: “We suggest that certain 
differing lines of action now being proposed could in our judgment be 
expected to lead to such-and-such divergent results.” 

When we have brought this sort of material to the President’s desk, 
we shall have discharged our responsibilities under the Act as I conceive 
it. This much should be expected of us if we are to bring scientific 
procedure ‘to contribute properly to the laying of the foundations on 
which national policy may wisely be formulated and action pro- 
grammed. But to do this we need to be better informed than we now 
can be as to how great consensus there is among the profession con- 
cerning the nature of the economic processes involved and the direction 
and strength of cause-and-result sequences. Only so can we say that 
we have put our advisory service on the plane of a truly scientific 
agency. 

It may perhaps be rejoined at this point that it is somewhat gratui- 
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tous for me to deplore deficiencies in the facilities and practices which 
our profession has provided for the scientifc pursuit of economic 
truth when, as all are aware, the product has to go through the strainer 
of the Council of Economic Advisers and then be politically processed 
in the office of the Chief Executive and be reprocessed, again in a 
strongly political atmosphere, by the Congress. I think, however, that 
this situation should come as no shock to realistic. men’ acquainted with 
and devoted to our democratic form of government. Nor should it 
dampen the ardor of their scientific quest for truth any more than the 
_ physicist, the chemist, or the bacteriologist should lose any of the excite- 
ment or the zeal of his quest just because he knows that physicians are 
sometimes stupid, lazy, or mercenary, and that engineers are sometimes 
venal, contractors dishonest, and industrialists unscrupulous. No stream 
can rise higher than its source, and it is essential that science press 
with unabated devotion its search for truth and its drive to learn how 
‘truth in the abstract may be made most effective in fashioning the 
institutions and guiding the conduct of common men. 

I have presented a broad general picture of how economics in the 
public service may take full advantage of the opportunities opened to it 
by the Employment Act of 1946. If such an interpretation seems to you 
valid, you may quite properly ask that I follow through with at least a 
few suggestions as to ways in which the profession might make its 
.work more definitely serviceable for national policy in 1947 and the 
years thereafter. 

Never, I venture to guess; has so much economic theory, explicit and 
implicit, been written into an act which covers only four small pages. 
First there is the broad concept of stabilization of the economy or 
doing something positive, systematic, and effective about the course of 
general business activity. If this is a tenable objective and based on a 
sound theory, have we not a right to expect that the profession will 
validate it, and proceed from the general concept to means by which 
it can be attained? But if, in sober judgment, using the best data and 
critical tools at our disposal, it can be shown that the faith expressed _ 
in the Act and accepted by the Council and staff is in fact without 
adequate foundation, is it not the duty of this Association and its mem- 
„bers to disabuse us and the public mind of this fallacy? Such a state- 
ment in terms of black and white is of course extreme. What we of the 
. Council should more reasonably expect is that you give us a rigorously 
developed demonstration of the degree or kind of oscillation which 
necessarily inheres in an economy of free men operating within a highly 
dynamic technological and social situation. And what means and de- 
grees of stabilization, over-all or component, are wholesome and 
practicable? 
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- To take a second case: the Employment Act is premised very defi- 
nitely on a theory of maximum freedom of private enterprise. Com- 
bined with this, however, is a no less strong declaration of government 
responsibility for active and efficient utilization of resources, both 
natural and human. Before we can translate this concept of comple- 
mentary phases of comprehensive organization of a vigorously func- 
tioning economy into appraisals and programs, we must know much 
more about the nature of economic enterprise, where it needs stimu- 
lating and where it needs curbing, and of how institutional or adminis- 
trative provision may be made for either. Loud assertions are brought 
to our Council table by consultant groups as to the blighting effect of 
this action or the cumulative beneficence of that. But as to the real 
nature and force of human motivations and the pregnability of behavior 
patterns, our knowledge is woefully inadequate. Does this not reflect 
failure of economists to bring the resources of psychology to bear as 
fully as they might on the problems with which we economists must’ 
deal and the failure of psychologists to exploit adequately the field. of 
economic behavior as an area for fruitful psychological study? 

Both these comments on general rapprochement between the Em- 
ployment Act and the economics profession focus on the over-all prob- 
lems of a national economic entity. The disturbing events of two world 
wars with domestic boom and depression in between have led econo- 
mists to do much thinking in recent years on the broad questions of 
whole economies and not merely on the processes of the individual 
and the firm.? But even three months’ experience with the Council of 
Economic Advisers makes it clear that our economics is still only in 
the early stages of asking the questions and finding the answers that are 
truly pertinent to national aggregates and their functionally significant 
components. 

Tt has often been pointed out that science advances on two legs; 
one the adumbration of illuminating analytical or synthetic concepts, 
and the other the devising of practical methods, techniques, or tools for 
exploring and testing these concepts and measuring the quantities or 
forces thus revealed. Questions of both concept and method are in- 
volved in the Employment Act. You are no doubt aware, for instance, 
that it is copiously bespangled with the phrase “purchasing power,” 
and we are adjured to maximize it. 

Here is a phrase that is as common as bread-and-butter. And I think 
it is quite probable that “maximum purchasing power” may prove to 
be an economic concept that will characterize a whole body of careful 
and vigorous economic research of the present and rising generation of 


‘Cf. Edwin G. Nourse, “Collective Bargaining and the Common Interest,” American 
Economic Review, March, 1943. 
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economists. But today there is verbal warfare among those who attack 
the “purchasing power fallacy,” those who pontificate on “fiscal policy,” 
and those who find their Rock of Ages in “Say’s Law.” Can we not 
work out by peaceful means of scientific codification a catholic but pre- 
cise formulation of the concept of purchasing power and its maximiza- 
tion in a sanely bargaining society of large and small administrative 
units, within the frame of responsible democratic government? ` 

From concept we turn to tools. The Council finds ready to its hand 
or in process of development striking methodological tools such as the 
tableau economique or input-output analysis, the money-flow technique 
which Mr. Copeland will present later on this program, and the models 
of the “nation’s economic budget.” But these tools are not yet fully 
proven, tested, and accepted. What are the limits of each, and their 
relations to one another—overlapping, complementary, or conflicting? 
What is the place of aggregates, and how far must or can they be 

“broken down to operationally meaningful detail? 

J could go on indefinitely with the list of questions that the President 
quite reasonably is asking of his economic advisers, that we and -our 
staff shall be converting into more articulate form in the idiom of the 
craft and turning to you for ever fuller and more precise answers. 
Let no one interpret my words as chiding because the answers are not 
at once forthcoming. We shall at best be a long time digging them out. 
The one thing I am suggesting is that the scientific mind tends to be 
diffusive. It goes everywhere in search of truth. But the Employment 
Act very properly is short focused. It clamors for all the help that you 
can give on the problems of today. It seeks to enlist economics in the 
public service. 

In summary, the Council of Economic Advisers is not set up as a 
great research agency but as a very small synthesizing body, through 
which lines of inquiry can be initiated and conclusions and recom- 
mendations formulated. We undertake to answer some questions for the 
Executive. But we must be reconciled to the fact that we do not find 
ready to our hand enough factual knowledge or probative analysis on 
which to base these answers with the confidence that our scientific 
conscience yearns for or the seriousness of the issues demands. We turn, 
therefore, to the individual researchers and organized research groups, 
in the university, the research institute, the government bureau, and the 


corporation or the union research department. We ask you to consider. .. 


deeply and systematically the nature of our needs and the means by 
which your research efforts may be made most adequately to serve 
those needs or most effectively to amplify or correct our understanding 
of what those needs really are. We invite you to consider what kind of 
consultative arrangement, justification conference, or clearing-house 
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organization might enable us mutually to effect helpful articulation of 
the several parts of the profession with the professional opportunity 
and responsibility so sharply defined for us by the Employment Act. 

To be specific, can and should the Research Committee of this 
Association which has begun operations on a modest basis be organized 
and equipped to see that the scientific resources of economics are en- 
larged in proportion to the need as defined under_the Employment Act 
and brought to serve that need as clearly and adequately as the re- 
sources of physical science are marshalled for its own advancement and 
made available to the service of the nation in time of war or in our 
peacetime technological development? Or should there be perchance a 
special committee on the Employment Act of 1946? Or would some less 
formalized procedure best serve our mutual needs? 

Thus far, I have spoken entirely in terms of your role as research 
workers. A majority of you, however, are also, and in most cases pri-, 
marily, teachers of economics. Even the worker in the research insti- 
tute, government agency, or business connection is also a teacher 
through the written page and the spoken word of public address or more 
intimate conferences. If you believe that the step taken by the 79th 
Congress in setting up the procedure of a President’s Economic. Report 
and of servicing the Chief Executive through a Council of Economic 
Advisers is sound, I suggest that it is part of your educational function 
to see not merely that your students gain a clear understanding of the 
purpose and the procedure being developed but also`that its work be 
understandably presented in discussion forums and other public meet- 
ings. You are in a strategic position to participate with and guide both 
students and public in the concurrent study of the economic situations 
which progressively emerge to challenge the attention and prescription 
of this agency. I urge that the laboratory work of every economics 
department should definitely include analysis of the recommendations 
being offered to Congress, the steps taken by Congress, and the 
discernible results of action programs and of government inaction, and 
all this tested against the major policy enunciated in the Employment 
Act—the highest practicable measure of utilization of our economic 
resources through voluntary private and complementary public means. 

-In exercising the research function of the economics profession, 
many differences as to means will come to light and be put in the way 
of helpful resolution. If, however, there be division among us as to the 
stated end, frank and vigorous exercise of the educational function will 
bring those differences to light and assist the citizens of a free country 
to take such alignment as they may wish. 

As President Truman said on signing the measure: “The Employ- 
ment Act of 1946 is not the end of the road, but rather the beginning. 


TRACING MONEY FLOWS THROUGH THE UNITED STATES 
ECONOMY 


By Morris A. CopELAND 
National Bureau of Economic Research 


This is in the nature of a progress report on the National Bureau’s 
Exploratory Study of Money Flows. I shall attempt to characterize 
broadly the measurements of money flows which are being developed, 
and to illustrate the ways in which they may be used in economic 
analysis. 

The basic idea underlying the present approach is that money flows 
register themselves in the accounts of the business enterprises, the 
governments, and the various other transactors of which our economy 
consists, and that consequently we should be able to construct a picture 
of money flows out of accounting reports. a 

Accordingly the economy has been divided into a number of sectors, 
and approximate financial statements have been developed, one state- 
ment for each sector for each of the years 1936 through 1942. The 
form of financial statement employed is specially designed to reveal 
money flows. 

The economy has been divided into ten sectors representing group- 
ings of transactors. They are: (1) households; (2) nonfinancial cor- 
porations; (3) farms; (4) other nonfinancial private enterprises; (5) 
the federal government; (6) state and local governments; (7) the 
banking system; (8) stock and mutual life insurance companies; (9) 
other private insurance carriers; (10) miscellaneous financial enter- 
prises. In addition to the financial statements for these ten sectors there 
is one for the rest of the world, which is a modification of the balance of 
international payments statement. 

Broadly, it may be said that these eleven financial statements tell 
who has paid and who has received how much on account of various 
types of transactions or objects of payment. These objects of payment 
are: pay rolls; interest; cash dividends; entrepreneurial withdrawals; 
contract construction; rents and royalties; sales of commodities and 
business services not elsewhere classified; taxes; insurance premiums; 
insurance benefits; and grants, subsidies, and contributions. 

The financial statements also show who owned and who owed how 
much on account of deposits and currency; on account of book credit; 
on account of bonds, notes, and debentures; et cetera. 

Taken together the statements for the various transactor groups con- 
stitute a set of measurements that enable us to trace money flows 
through our economy. 
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Now, in order to portray money flows by estimating a financial — 


statement for each group of transactors, we need a standard type of 
statement applicable to all of them. The form of statement adopted 
must be a kind of greatest common denominator of what we know, or 
can infer, about the transactions of all transactor groups. 

Again, if it is to portray money flows, the statement should exclude 
transactions that a person enters into with himself, transactions that 
involve no money payment. Depreciation write-offs may serve to 
illustrate the type of non-money payment transaction that should be 
excluded. This means that the financial statements used to measure 
money flows should not be on an accrual basis; they should be on a 
cash basis, or something close to it. 

Further, in designing the scheme of money flow measurements an 
important purpose has been to tie together what we know on the one 

and about gross national product and what we know on the other 
hand about cash balances, government debt, consumer and farm credit, 
bak and insurance company portfolios, and the financial sources and 
uses of funds of industrial corporations. In other words, the attempt 
has been to develop a set of measurements which shall include all those 
money flows which play a substantive part in effecting over-all eco- 
nomic adjustments, a set of measurements which shall be sufficiently 
comprehensive to include, so far as money flows are concerned, all the 
statistical series necessary to supply an empirical basis for an aggrega- 
tive approach to general equilibrium theory.* The aim has beera full- 
fledged system of national bookkeeping for money-payment trans- 
actions. 

These considerations are responsible for the adoption of a form of 
financial statement that may strike accountants as somewhat novel. 
It is, however, a form which is implicit in a good deal of current eco- 
nomic analysis. It can be regarded as an extended version of the state- 
ment of sources and uses of funds. It will be called “a statement of 
payments and balances.” Most of the essential features of this type 
of statement are illustrated by Table I, which presents estimates for 

-households. These estimates of money flows and the others I shall 
present are preliminary and by no means final. They are taken from 
what we call our “trial balance.” 

The statement is divided into three main parts. Part One summarizes 
general receipts and expenditures; i.e., all household money flow 
transactions during the year except transactions in household port- 


1 No commitment is intended as to what sort of equilibrium concept such a theory should 
employ. Nor is any commitment intended as to whether a general theory should be an 
equilibrium theory, It is only intended to indicate the comprehensive scope of the 
measurements. . 
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folios and transactions in the principal of household debt. Part Two 
gives a partial balancesheet as of the year-end. It shows cash on hand, 
household portfolios (i.e., loans and securities on hand), household 
debt, and the net excess of cash and portfolios over debt (line a). 
Part Three gives a reconciliation. When this net-due-from-balance 
increases, as in 1941 and 1942, there is a net use of funds to extend 
credit to other transactors..Bank deposits as well as portfolios’ repre- 
sent extensions of credit. This use of funds will be called “net loan 
funds placed.” When the net-due-from-balance decreases there is a 
net financial source of funds called “net loan funds obtained.” But the 
increment in the net-due-from balance (line c) is not quite the same 
as net loan funds placed or obtained, because actual net new borrowing 
by households is ordinarily greater? than the increment in gross debt . 
outstanding—we must add to the increment in gross debt or subtract 
from line c an allowance for the debts that are forgiven during the” 
year. Net loan funds placed or obtained are shown on lines f and g. 
When there is a net of loan funds obtained it is added to genéral 
receipts to give total sources of funds (line %); when there is a net 
of loan funds placed’ it is added to general ga to give total 
uses of funds (line 7). 

The three parts of the statement taken together are e intended to give 
a summary accounting of all transactions affecting household cash 
balances. General receipts add to cash balances. General expenditures 
draw down cash balances, except to the minor extent that they may 
be financed by an increment in accounts payable. Cash balances may 
be replenished by new borrowing or by portfolio liquidations. Idle cash 
balances may be applied to debt retirement or to increase portfolios. 
Subject to the limitations imposed by inadequate data, the summary 
accounting of transactions affecting cash balances is complete. But 
data limitations are responsible for a discrepancy in these prelitninary 
figures, the net amount of which is five billion dollars in 1942. 

Table I presents a comprehensive picture of household finances which 
(when the estimates are tightened up after an analysis of the trial 
balance) should be useful for a variety of purposes. However, it should 
be noted that Table I présents household finances on a money flows 
basis; i.e., it is for most items on a cash basis.* If we wish to know 
what households consumed, what they saved, or what their total claims 


? Algebraically speaking. 

3 The statements of payments and balances are not on a strictly cash basis. The devia- 
tion from a cash basis is substantially confined to two object-of-payment accounts—pur- 
chases and sales of goods and services not elsewhere classified and contract construction, 
It seems more useful for purposes of general economic analysis to show these accounts on 
a book-credit basis—to show purchases and accounts payable rather than settlements, and 
sales and accounts receivable rather than collections. Settlements and collections can be 
estimated on the basis of 2 statement of payments and balances, if it seems desirable to do so. 
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pan , (Billions of Dollars) © 
z e : ess 1935 1936 1937 1938  , 1939 1940 1941 1942 
As » Part ONE: GENERAL RECEIPTS AND GENERAL EXPENDITURES DURING THE YEAR 
a (All money payment transactions except portfolio transactions and 
B GENERAL RECEIPTS i transactions in the principal of household debt) 
C Pay Roll (includes relief work)............ 44.0) 45.2] 42.1} 45.1] 48.91 60.4] 79.1 
D Interestand Dividends Received........... á 7.5 7.6 6.1 6.6 6.8 7.3 6.5 
E Sales of Existing Assets and Secondhand . nN r 
GOOdS EIRE E E T 0.9 0.9 0.9 0.9 0.9 1.0 |. 0.9 
F Insurance Benefts........nesososrenoesee 2.8 2.9 3.5 3.7 3.9 3.8 3.9 
G Public and Private Assistance Veterans’. 
Bonus and Pensions......-.....ceees '3.5} 1.3 1.5 1.6 1.6 1.6 1.6 
H Enterpreneuria] Withdrawals............. 7.8 8.7 7.8 7.6 8.7 | 10.3] 13.0 
I Total General Receipts (Money me . 
Behance to Individuals) (C through H) 63.4 | 66.7 |} 61.9] 65.4 | -70.9 | 84.3 | 104.9 
J GENERAL EXPENDITURE: 
K Pay Roll (Domestic Servants, etc.).....-... 0.8 0.9 0.8 0.9 0.9 1.0 1.1 
L Interest. Paid.......---.0.--000 1.4 1.4 1.3 1.3 1.4 1.5 1:3 
M Rent Paid by Tenants 3.9 4.2 4.4 4.6 4.8 5.2 5.5 
N Contract Construction (Owned Homes). . 0.6 0.7 0.8 1.0 1.1 1.4 0.7 
O Purchases of Goods and Services not else-.. r 
where classified. ..... oo oeeesoseseonse 48.3 $1.4 48.5 $1.3 55.0 63.7 70.2 
“RB Taxes, Fees, and Fines........ 2.4 3.4 3.4 3.1 3.4 4.0 6.9 
Q Insurance Premiums Paid 4.4 4.5 4.6 4.6 1- 4.8 5.1 5.4 
R Contributions to Charities, Endowment. . 
. « _ Gifts, Immigrant Remittances, etc.. 1.2 1.3 1.2 Lt 1.3 1.2 1.4 
S Total General Expenditures (K through. 
ENET ETT KER TNP Sidts.c 62.9 | 67.8 | 64.9] 67.9} 72.7 83.0 | 92.5 
T Parr Two: DEBT AND CREDIT POSITION AT THE END OF THE YEAR 
U Currency and Deposits...... e... | 29.4,] 32.2] 32.6] 32.9] 34.9] 36.6] 40.2 | 47.2 
Vs Loans and Securities... . «| 120.3 | 118.7 | 117.7 | 117.5 | 116.9 | 115.8 | 117.7 | 125.2 
Ww Total Due from Others (Ù V) 149.7 | 150.9 } 150.3 | 150.4 | 151.8 | 152.4 | 157.8 | 172.3 
X = Accounts,Payable............ 2.6 3.1 3.4 3.4 3. 3.9 4.2 3.2 
Y = Notes Payable and Mortgage Debt 20:0 |} 20.1 | 19.9] 19.5} 20.2] 21.1) 21.8] 19.4 
Z Total Due to Others (X+Y¥).. 22.6 | 23.2 23.3 22.9} 23.8 | 25.0 | 26:0] 22.6 
B Net Due from Balance (WZ). ......| 127.1 | 127.7 | 127.0 | 127.5 | 128.0 | 127.3 | 131.8 | 149.7 
b T Part THREE: Résumé or Sources AND USES oF FUNDS 
c Increment in Net-Due—from Balanco (In- 
crement in a)........ ener 0.6 | —0.7 0.5 0.5 |-~—0.7 4.5] 17.9 
d Net Gain a/c Forgiven Debts. . senate 0.5 0.5 0.5 0.5 0.5 0.5 0.5 
e Corrected Increment in Net Due—from ` r 
Balance (c—d)?, o.e. su cece eee eee ene 0.1 | —1.2 03 203) —1.2 4.0] 17.4 
í Net Loan Funds Obtained [(—e) if eis s9 .0 1.2 08 -0 1.2 0 0 
g Net Loan Funds Placed {re if eis >O]. 0.1 0 0 08 0 4.0 17.4 
h Total Sources of Funds (I yee: 63.4 | 67.9 | 61.9] 65.4 72.1 ]7 84.3 | 104.9 
i Total Uses of Funds (S+g)..........5 63.0] 67.8 | 64.9} 67.9 | 72.7 | 87.0 | 109.9 
oe Discrepancy (Use of Peis not Ac- 
i counted for) (h-i)......... annae 0.4 0.1 | —3.0 | —2.5 | —0.6 | ~2.7 | —5.0. 
k SUPPLEMENT: DISPOSABLE ĪNCOME AND PURCHASES OF GROSS NATIONAL PRODUCT 
1 Disposable Money Income [I—(P+Q)]‘. . 56.6 | 58.8 | 54.0} 57.8] 62.8 | 75.2] 92.6 
m Purchases of Gross s National Product 
55.0 | 58.6 | 55.8 | 59.1 63.3 72,7 78.8 





1.2 1.3 1.2 1.1 1.3 1.2 1.4 
0.1 | —1.2 -0 0 | ~1.2 4.0 | 17.4 


56.3 | 58.7] 56.9] 60.2 | 63.4] 77.9] 97.6 








WARNING: All figures from the Money Flows Study shown in this table are preliminary and subject to re- - 


vision. a are based ona “Trial Balance” struck as of December 31, 1946, They are not released for publication. 
B. Columns may not precisely downtotal due to rounding. 
1 Total includes tax refunds. These do not exceed $49 millions in any year. 
2 The incrementi in the net due—from balance must be corrected to eliminate the effects of accounting revaluations 
of the items in Part Two. In the case of households the only correction needed is that for forgiven debts. 
3 Less than $50 millions. 
4Line?—line p=line j. 
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upon national wealth amounted to, we cannot get the answers to these 
questions from Table I alone. In each case we would need, in addition 
to the information on a money flows basis from Table I, to have in- 
formation that involves accrual accounting. Money. flows play a central 
role in organizing economic activity, but data on money flows report 
only a part of the ouate information we need concerning our 
economy. 

The item “general receipts” (line J) in the case of households may 
be called “money income payments to individuals:” But it differs from 


, the Commerce Department concept of total income payments to indi- 


viduals in being confined to money payments. Thus it excludes imputed 
income (notably the value of farm produced food consumed at home); 
and it reports not entrepreneurial net income accruing but entrepre- 
neurial net cash withdrawals. It also differs in that all insurance bene- 
fits are shown on a gross basis. 

Many estimates of consumer expenditures attempt to put home” 
owners and tenants on a par by including a money rent item for tenants 
and an imputed rent item for owner-occupants. Table I does not do 
this. Instead it includes for owner-occupants amounts under taxes and 
construction representing taxes and repairs on residences; it also in- 
cludes under interest amounts for owner-occupant mortgage interest, 
and under procurement and construction amounts for the purchase of 
“new owned homes and their facilities. On the other hand, it excludes 
landlord purchases of house fittings and equipment. Also the rent item 
shown on line M applies only to tenants. 

If we deduct from total general receipts, taxes (line P) and insurance 
premiums (line Q) there remains what may be called “disposable 
money income.” This is devoted to two main objects, purchases of the 
gross national product and charitable and other contributions. In the 
case of households, all general expenditures except taxes, insurance 
premiums, and contributions, represent purchases of gross national ' 
product.* But in connection with gross national product purchases 
(line m) it is necessary to remind ourselves again that this item is on 
a money flows basis. It excludes imputed items such as farm produced 
food consumed at home. 

Table I provides, for household purchases of gross national product, 
an analysis by object-of-payment. We might, if it is desired, super- 
impose on this breakdown another and more familiar one, a break 
between capital formation and current consumption expenditure. But 
for purposes of tracing money flows the object-of-payment breakdown 
has an advantage not shared by the capital-versus-current-expenditure 
break. This advantage lies in permitting a uniformity of accounting 

‘Technically a part of insurance premiums should be included also. 
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classiñcation as between transactors. Every general transaction involves 
a general receipt for some transactor and a general expenditure for 
some other transactor; with an object-of-payment breakdown we can 
classify the receipt in the statement of the one transactor and the 
expenditure in the statement of the other under the same object 
heading. 

_ An avowed purpose of the money flow measurements is to tie to- 
gether what we know about gross national product and about the 
equity structure of our economy. So far as households-are concerned, 
Table I provides a basis for relating the gross national product to 
equity structure. Household cash balances and portfolios. represent 
equities in, or claims on, other transactors. Household accounts payable 
and other debts represent equities of other transactors in, or their 
claims upon, households. Households purchase a major part of the 
gross national product. When their disposable money income is not 

“sufficient to cover such purchases plus contributions, the deficit must be 
financed by changes in the equity structure of the economy which de- 
crease the net equity holdings of households. In this event the state- 
ment tells us to what extent cash balances have been drawn down, to 
what extent portfolios have been liquidated or household debts in- 
creased. If disposable money income exceeds household gross-national- 
product-purchases plus contributions, net equity holdings of households 
increase.* In this event the statement tells us how much cash balances 
and portfolios have increased and how much net debt retirement 
has taken place. Table I reflects changes in our national equity 
structure affecting households, but it does so only to the extent that 
such changes involve money flows. 

Line e is on a strictly cash basis. Thus, it does not reflect credits 
accruing to households on account of business savings or the increment 
in insurance reserves. Nor does it show net new direct investment of 
households; i.e., the excess of household gross capital formation over 
the accrual of depreciation on household property. Line e (loan funds 
placed) is therefore considerably less (algebraically) than total house- 


hold savings. But net loan funds placed by households (line e) plus, 


the increment in insurance reserves constitute what may be called the 
liquid savings of households. We shall presently approximate house- 
hold liquid savings by adding net loan funds placed by households 


"Tn the case of business enterprises the capital and current expenditure break must be 
made in order to determine gross national product purchases, since for such transactors 
gross national product purchases are identical with capital expenditures. The familiar break 
in the case of households is unsatisfactory. We lack data on stocks of most household 
goods; the increment in these stocks is properly an item of capital formation but it has 
commonly been included under current consumption expenditure. i 7 

“ This statement is true theoretically, but the discrepancy may be sufficient to invalidate it. 
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and net loan funds placed by private life insurance companies.’ 
Estimates have been prepared to provide for the seven-year period a 


‘statement of payments and balances for each transactor group con- 


forming to the general pattern of Table I. The statement for the federal 
government is of particular interest, because there has long been need 
for a comprehensive and comprehensible summary of federal fiscal 
operations. -The statement covers the operations of government public 
service enterprises, credit agencies, and insurance funds, as well as 
general governmental functions. It reveals dealings with the public, 
not interagency transactions. It highlights the impact of fiscal policy on 
business conditions. It is hoped that this federal financial statement 
will be separately published in the near future. 

The statement for each transactor group involves some special fea- 
tures. A few of these may be noted. For most groups all general trans- 
actions are shown, including transactions between members of the 
group. For example, on the statement for nonfinancial corporations; 
purchases by one corporation from another appear both as a receipt 
and as-an expenditure. In technical accounting language, the state- 
ments are combined statements and not consolidated statements. How- 
ever, there are two important exceptions to this rule. The banking 
system is treated as a single transactor; thus transactions between one 
bank and another are excluded from the statement for this group. 
Similarly, in the case of the rest of the world, transactions between one 
foreigner and another are excluded. 

It has been said that the statement of payments and balances will 
appeal to accountants as novel. Since the statement of payments and 
balances for nonfinancial corporations follows the pattern of Table I, 
it differs radically from the conventional form of financial statement 
for such enterprises. But where the conventional operating statement 
and the opening and closing balance sheets provide appropriate detail, 
a statement of payments and balances can readily be derived from 
them.’ I shall not pause to explain this process of derivation. I shall 
merely note two major points of contrast between the conventional 
business financial statement and the statement of payments and bal- 
ances. First, the conventional statement takes extensive cognizance of 


TA minor point is that loan funds placed by private life insurance companies are not 
quite the same as policy reserves accruing to households. A more important point is that 
this approximation does not take account of the reserves of fraternal orders and of the 
self-administered pension plans of local governments and private employers. The money 
flow measurements make it possible to do this, but it would have complicated the dis- 
cussion below. 

8 There is netting of general transactions within each group to a minor extent. This could 
not well be avoided with existing data, although theoretically it should be. 

? In published statements it is often difficult to separate money-payment transactions and 
non-money-payment transactions, 
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‘non-money payment transactions (such as depreciation write-offs) Ay 
which the transactor enters into with himself. The statement of pay- ‘ 
ments and balances is substantially confined to money payment trans- 
actions—transactions to which two transactors are parties. Second, 
the statement of payments and balances provides a computation of 
surplus or deficit—a surplus when general receipts exceed general 
expenditures, a deficit when the converse is the case. This computation 
must be sharply distinguished from the conventional accounting 
computation of corporate net income or deficit. General expenditures 
are likely to exceed general receipts when capital outlays on new y 
plant and equipment and on inventory accumulations are large. When : 
they do, the corporation will show a deficit in its general transactions 
account. This will often happen when the corporation has a substantial 
- net income. In the case of households we found that total savings 
ordinarily considerably exceed net loan funds placed. In the case of 
“business corporations the difference between a reckoning on an accrual 
basis and a reckoning on a money flows basis is even more marked. A 
corporation may engage in deficit financing in a money flows sense, 
i.e., may obtain loan funds to finance capital formation, when its in- 
come showing is in the black. And when it is in the red in accrual , 
terms, it may curtail gross capital formation sufficiently to place loan l 
funds; i.e., to build up its portfolio and its cash balance and retire 
obligations. 

From the statements for the eleven transactor groups, we may com- 
pile an account for each object of general expenditure. Thus for com- 
modities and business services we may show the purchases of each 
transactor group and the sales of each transactor group. Except for , 
discrepancies and minor accounting technicalities this account should 
balance. Similarly we can compile approximately balancing accounts for  -& 
the whole economy for each of the other ten objects of general expendi- 
ture: pay rolls, interest, taxes, insurance premiums, etc. 

A roughly analogous situation prevails in the case of the balance 
sheet items shown. We can set up for the economy as a whole an 
account for cash, one for accounts receivable and payable, and one for 
loans and securities. In this third account, it is convenient to treat the 
paid-in capital of corporations as a form of corporate debt. 

Theoretically we might expect each of these three balance sheet 
accounts to balance. But in this case, we must consider not only 
discrepancies of estimate but also differences in the timing and evalua- 
tion of the items. Thus in the cash balances account we must make 
allowance for what is known as the mail float. With this allowance, the ’- 


` 2 There is also a technical accounting difference to be reckoned with in the case of the 
Federal General Fund balance. 
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currency and deposit liabilities of the banking system should be equal to 
the total of the cash balances for the other ten transactor groups. 

In addition to these three balance sheet accounts there is a fourth 
which involves the banking system and the rest of the world, the 
monetary gold stock account. This balance sheet.account involves some’ 
special technical problems in the theory of social accounting that I shall 
pass over. 

Finally we may compile from the eleven statements of payments 
and balances an account entitled “net loan funds obtained and placed.” 
This account also, apart from discrepancies and accounting technicali- 
ties, should be in balance. In other words, for the economy as a whole, 
including the account with the rest of the world, the algebraic sum of 
the net loan funds obtained (positive and negative) for all eleven 
transactor groups should theoretically be zero. What one transactor 
borrows some other transactor must lend. - 

To summarize, the money flows measurements can be presented as a 
set of eleven statements of payments and balances, one statement for 
each transactor group. But since these statements follow a standard 
pattern the items can be rearranged and presented also as a set of over- 
all national accounts as follows: eleven object-of-payment accounts for 
general transactions; four balance sheet accounts”; one loan funds 
obtained and placed account.** 

The eleven financial statements thus provide a means of tracing 
money flows in detail through the money circuit. And in doing this they 
afford a basis for studying a great many economic interrelationships. 

We might examine the statement of payments and balances for 
each transactor group in turn and then proceed to examine each 
national object of expenditure account, each of the four national 
balance sheet accounts and the national net loan funds obtained and 
placed account. However, I shall not attempt to impose such a mass of 
figures on you; nor shall I attempt to discuss the sources and methods 
of estimate that have been used. Instead I propose to present some 
general exhibits which the eleven statements of payments and balances 
make possible, in order to illustrate how these statements may be used 
in economic analysis. Because we are skipping over details, we shall be 
compelled, in discussing these exhibits, to use various terms loosely, 
terms which the details would help us to define. 

Now we have attempted to include in our money flow measurements 


_ all transactions which are pertinent to providing an empirical basis for 


# There is an account giving very rough estimates for net real estate sales which for pur- 
poses of this paper is treated as combined with sales of commodities and services, n.e.c. 

“There is actually another small balance sheet account for “treasury currency.” 

'S There is also a national account dealing with revaluation adjustments. 
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an aggregative approach to general equilibrium theory. But we have not 
included all money payment transactions. Thus we have omitted inter- 
bank transactions. We have also omitted a large volume of other trans- 
actions which may be said to “wash” so far as over-all economic 
adjustments are concerned. 

We must recognize two kinds of money payment transactions: trans- 
actions which are substantive parts of the money circuit with which 
general equilibrium theory has been concerned and those which are not. 

` We shall refer to the former as constituting the “main money circuit” 


TABLE II 


MAIN Money CIRCUIT TRANSACTIONS AND TECHNICAL TRANSACTIONS 
(Debit Items—Billions of Dollars) 


1940] 19411 1942 














Total General Expenditures plus Net Loan Funds 





~ ace: 
A Households (Table I lines St+g)..........00005 72.7 | 87.0 | 109.9 
B The Federal Government............. 11.4 | 22.0 | 64.6 
C The Banking System.......++.. ETEN 2.4 2.5 2.5 
D ll Other Transactors.......0.0..02 cece cece ee 45.8 | 305.9 | 349.4 
E Total Transactions in the Main Money Cir- 
s cuit (A through D). .ssssssnecseere 32.4 | 417.4 | 526.4 
4 
G Total Debit Transactions Except for the Bank- 
N ing System and the Federal Government 
ATD) ieecidesrsrse EIET te div dwo'eta 318.6 | 392.9 | 459.4) 
H Debits to Individual Accounts. ............... 627.0 | 756.0 | 864.0° 
I A Rough Estimate of TechnicalTransactions In- a 
cluded in Debits to Individual Accounts i 
E E A eiartreleratela's Sala.cus 308.4 | 363.1 | 404.7 
J Ratio (in %) (L/E). 1... cece eee cece eens 93 87 77 








WARNING: All figures from the Money Flows Study shown in this table are preliminary and subject to revision. 

hey are based on a “Trial Balance” struck as of December 31, 1946. They are not released for publication. 

N.B. Columns may not precisely downtotal due to rounding. : i : 

1 It might be better to call this an estimate of the “fluff” in debits, i.e., of that part of debits which has no 
necessary relation to the volume of transactions in the Main Money Circuit. Line Z does not include such money- 
changer transactions as chécks cashed. Itis presumably an underestimate of financial turnover transactions, agency 
transactions, and the intercity shifts by multi-establishment depositors of their bank balances. 

cashed and most other money-changer transactions except intercity and other shifts of bank balances 
reflect a substantial part of transactions settled by currency and by other means of payment. Line J assumes that 
such money-changer transactions and non-check settlements just offset each other. But the volume of non-check 
settlements probably materially exceeds the volume of such money-changer transactions; line J is an underesti- 
mate of the “fluff” in debits by the amount of this excess. 


of the economy. We shall call the latter “technical transactions,” since 
they may be thought of as having to do with the technique by which 
an economic adjustment is effected rather than as substantive to the 
adjustment itself. 

Table II deals with the aggregate of all transactions included in the 
main money circuit..This aggregate includes all general expenditures 
of all transactors—all pay rolls, all purchases of tangible goods and of 
business services, and all expenditures for all other nonfinancial objects. 
It also includes the net loan funds placed by those transactor groups 
“which show such a use of funds. Thus it represents a complete debit 
total for all transactions in the main money circuit. We could also 
draw off from the eleven statements of payments and balances a com- 
plete credit total. 
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Debits to individual accounts have often been taken as an approxi- 
mate measure of the debit total of the money circuit. -Actually they 
involve important omissions: general expenditures of the federal gov- 
ernment and of the banking system and expenditure transactions not 
settled by drawing a check.** But they also include a very much larger 
volume of transactions which, according to the definition here adopted, 
are not substantive parts of the main money circuit. ` 

Table II shows estimated total debits to individual accounts, esti- 
mated total transactions in the main money circuit including those not 
coyered by the debits series, and a rough estimate of the technical trans- 
actions included in the debits series. In 1937 the volume of these techni- 
cal transactions was probably 25 per cent greater than that of the 
transactions in the main money circuit; in 1942 it was perhaps 20 per 
cent less. 

There are three principal types of technical transactions included in 
debits to individual accounts: 

1. Money-changer transactions. In this type of transaction the trans- 
actor makes a payment to himself, as when he cashes a check, buys 
foreign exchange, or transfers a balance from one bank to another. , 

2. Agency transactions. In this type of transaction transactor P 
makes a payment to transactor R through a third party A, who 
acts either as P’s disbursing agent or as R’s collection agent. Anyone 
who travels on a reimbursable expense account is involved in such 
transactions. An agency transaction involves two payments, P to A and 
A to R. For purposes of the money circuit the two have’been counted as 
a single payment by P to R. 

3. Financial turnover transactions. These turnover transactions make 
up the bulk of technical transactions. They include portfolio liquida- 
tions and new portfolio investments to the extent that such transactions 
offset each other. They also include repayments of indebtedness and 
new borrowing to the extent that these transactions offset each other. 
Thus it is here proposed to define the net increment in a transactor’s 
portfolio as a part of the main money circuit, but to treat the turn- 
over of these assets as technical transactions.” Similarly, it is proposed 
to define the net increment in his indebtedness as a part of the main 
money circuit and to treat the turnover of these liabilities as technical 
transactions. It is expedient to draw the line between transactions 
included in the main money circuit and technical transactions in this 
way because present information regarding financial turnover trans- 
actions is inadquate; such transactions too frequently are not revealed 


Chiefly transactions settled by currency or by offset. , a 
** A corresponding statement should be added to cover cash and receivables but it is 
necessarily somewhat more technical. 
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by financial statements. But this way of defining the main money 
circuit is dictated not merely by expediency; it has a firm economic 
basis. If we wish to probe the relation between transactions involved in 
current business operations and in acquiring new tangible assets on 
the one hand and transactions in receivables, portfolios, and indebted- 
ness on the other, for nearly all transactors it is precisely the incre- 
ments in receivables, portfolios, and indebtedness that are significant. 
It is the net effect of these increments that is summarized for house- 
holds in Table I, Part Three, as net loan funds obtained or placed. If we 
know how much a transactor has borrowed from banks as of January 
1 and his net additional borrowing during the year, we know what 
contribution such borrowing has made toward financing his general ex- 
penditures; and information regarding the gross volume of borrowings 
offset by repayments adds nothing-so far as the amount of this con- 
tribution goes, though it does tell us something about the particular 
technique by which this contribution was accomplished.”* Similarly, if 
we know a transactor’s portfolio on January 1 and the net increments 
in it during the year, we know how much of general receipts has gone 
to finance such credit extension; knowledge of his portfolio turnover 
adds nothing on this point, though it throws light on the transactor’s 
technique of portfolio management.** 

Broadly it is proposed to include in the main money circuit all trans- 
actions to which two transactors are parties, except money-changer 
transactions, agency transactions, and financial turnover transactions. 

I do not mean to say that technical transactions have no effect upon 
the main money circuit. The larger the volume of money-changer trans- 
actions or bank-loan turnover transactions, the larger the handling costs 
to banks. But the effects of fluctuations in the volume of technical 
. transactions on the volume of transactions in the main money circuit are 

quantitatively small, even minute. Among the largest of these is that of 
portfolio turnovers on the operating revenues of security dealers. Yet 
even in 1937-38 the total operating revenues of security dealers were 
less than one-tenth of 1 per cent of all transactions in the main money 
circuit. I believe we can profitably study the money circuit revealed 
by the eleven financial statements as if it were a substantially autono- 
mous whole, hoping as we explore the interrelations among its parts, not 
to be seriously handicapped by our lack of detailed knowledge regard- 
ing the financial turnover transactions, agency transactions, or money- 
changer transactions not included in this main circuit. ; 

I am suggesting that the money flow measttrements provided by 


1 These comments need some qualification as applied to a combined statement for ‘a 
group of transactors. Loan funds placed by one transactor and loan funds obtained by 
another may offset each other. 
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statements of payments and balances for the various transactor groups 
constitute, so far as money flow data are concerned, a far more adequate 
basis for a general theory of employment, interest, and money than we 
have had hitherto, and that such a general theory can probably afford 
to get along without detailed knowledge of technical transactions. 

But if our scheme of money flow measurements does not provide 


TABLE III 


GENERAL RECEIPTS AND EXPENDITURES, GROSS NATIONAL PRODUCT PURCHASES, 
AND THE MOVEMENT OF LOAN FUNDS By Four BROAD TRANSACTOR GROUPS 
(Billions of Dollars) 








1936 | 1937 | 1938 | 1939 | 1940 | 1941 | 1942 

























A Households and Private Life Insurance Cos. 
B Total General Receipts we] 67. 71.4 | 66.8 | 70.2 | 76.0 | 90.3 | 111.3 
C Gross National Product Purchases........... 55.0 | 58.6 | 55.8 | 59.1] 63.3] 72.7 78.8 
D Other General Expenditures (Taxes, Insurance 
Premiums, Contributions in the Case of 
Households). 2.2.00. .ccceeevecececees 10.9 12.4 12.3 12.0 12.8 13.6 17.0 
E Total General Expenditures (CHD). rike 65.9 | 70.9] 68.1 71.1 76.1 86.3 | 95.8 
F Net Loan Funds Obtained!t................4- ~1.6 | —0.2 | —1.6 | —1.6 | —0.5 | —6.2 |—19.8 
G The Federal Government 
H Total General Recei 5.6 8.2 8.3 7.9 8.8 | 12.5 | 23.1 
I Gross National Pro: 6.0 5.5 6.3 6.9 7.9| 18.1] 58.1 
$ Other General Expenditures. . 4.5 2.7 3.2 3.3 3.5 3.9 8.5 
‘Total General pe enditures(I-+-J 10.5 | 8.2 9.5 | 10.2 11.4 | 22.0] 64.6 
L __ Net Loan Funds Obtained! 5.0 0.3 1.3 2.2 2.4} 10.4 | 41.2 
M Nonfinancial Corporations 
N Total General Receipts.......2...05..e0e008 122.3 | 132.1 | 112.1 | 124.4 | 139.0 | 180.6 | 209.5 
O Gross National Product Purchases,.......... 6.1 6.4 2.7 5.4 7.5 | 10.5 4.1 
P Other General Expenditures. ...........0004 115.0 | 126.0 | 107.0 | 117.2 | 130.1 | 166.4 | 194.8 
Q = Total General Expenditures (OHP)... 121.2 | 132.4 | 109.8 | 122.6 | 137.6 | 176.9 | 198.9 
R Net Loan Funds Obtained?............-.055 0.4 2.3 | —2.3 | —1.7 | —1.7 | —4.4 |—10.7 
S All one Transactors (except the Banking Sys- 
I — Total General Receipts..............000008 «| 82.5] 90.7] 84.2 | 90.2) 98.4 | 117.6 | 130.8 
U Gross National Product Purchases LU Denmysiarane 13.1 | 13.8) 13.6] 14.4] 15.9] 17.0] 12.8 
V Other General Expenditures. ...........0008 67.5} 76.6 | 70.6] 76.3} 83.7 | 100.3 | 110.6 
W = Total General Expenditures (+V) APETA 80.7 | 90.5 | 84.2] 90.7] 99.6] 117.3 | 123.4 
x Net Loan Funds Obtained!.............066- —3.5 0.6 | —1.5 | —0.3 | —0.8 | —0.6 |—10.8 
Z Total Gross National Product Purchases—All 
Transactors except the Banking System 
(CHIFO+FU)2. 0c. c cece enero ecw crane 80.2 84.3 78.4 85.8 | 94.6 | 118.4 | 151.8 





WARNING: All figures from the Money Flows Study shown in this table are preliminary and subject to re 
vision. They are based on a “Trial Balance” struck as of December 31, 1946. They are not released for publication. 

1 Apart from discrepancies Net Loan F 'unds Obtained should be equal to General Expenditures minus General 
Receipts for each of the four broad transactor groups. 

2 Gross National Product Purchases are less than total gross national product by the amount of (a) the imputed 
items included in the total and (b) purchases of gross national product by the Banking System. The latter is very 
smal]. The largest item under the former is value of farm produced food consumed at home. 


details regarding technical transactions, Table II does show that the 
aggregate of technical transactions sometimes exceeds the aggregate of 
transactions in the main money circuit and that the relationship be- 
tween the two is somewhat eccentric. These two facts are important. 
Those who have sought to discover the key to the relation between the 
quantity of money and the level of commodity prices by examining the 
relation between aggregate debits to individual accounts and aggregate 
gross national product should bear in mind that technical transactions 
are a major fraction of all debits to individual accounts and that their 
relation to total transactions in the main money circuit is eccentric. 
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In examining the statement for households we were able to show that 
part of the gross national product purchased by households and how 
households financed this purchase. We can do the same for other trans- 
actor groups. In Table III a summary picture of the gross national 
product, or rather of that part of it which passes through the market,” 
is shown. For convenience a number of the transactor groups have been 
combined. Here, life insurance carriers have been combined with 
households, and Table III shows for these two groups together total 
general receipts, purchases of the gross national product, other general 
` expenditures, total general expenditures, and net loan funds obtained 
or placed. Similar information is presented for three other groups: (1) 


nonfinancial corporations; (2) the federal government; and (3) all. 


other transactors except the banking system. When households and life 
insurance companies are combined, the increase in the item “Purchases 
of Gross National Product” over that in Table I is scarcely appreciable. 
~General receipts and other general expenditures are materially larger. 
The item, “Net Loan Funds Placed,” now approximates what may be 
called household liquid savings." It is this fact, plus the slight change 
in gross national product purchases, that makes it seem convenient to 
group life insurance companies with households. 

Table III tells half the story. It shows how much of the gross na- 
tional product each group purchased and how much financing was in- 
volved. Table IV analyzes how the financing was done. 

Table IV presents for households and for each of the other three 
broad transactor groups, the following information: (1) Currency and 
deposits. (2) Receivables plus loans and securities. (3) Indebtedness to 
the banking system. (4) Other indebtedness, including in the case of 
corporations the amount of paid-in capital. (5) The net I.0.U. position; 
that is, the excess of 3 + 4 over 1 -+ 2. (6) Net loan funds obtained or 
placed. Net loan funds obtained represents the increment in net in- 
debtedness (or net due-to balance) after correcting the computation 
of this increment to exclude the effect of accounting revaluations during 
the year. 

These two tables tell us broadly who purchased the gross national 
product and how such purchases were financed. I shall not attempt to 
interpret these two tables fully, but rather to direct your attention to a 
few outstanding points: , 

1. Between 1936 and 1937 federal government general receipts ex- 
panded and general expenditures contracted. Net financing was about 

1 The small amount purchased by the banking system is omitted for the sake of 
simplicity. 4 
It differs from the SEC concept of liquid savings in that its computation takes into 


account home mortgage debt and in that the SEC computation takes into account cash 
balances and portfolios of unincorporated business and government insurance reserves. 
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five billion dollars in 1936. (Table IJI, line L). Not far from half of 
this financing was accomplished by drawing down the federal cash 
balance and by increasing indebtedness to banks (Table IV, lines J and 


TaBre IV 


CASH AND CREDIT, DEBT TO BANKS, DEBT To OTHERS, AND THE MOVEMENT OF 
Loan FUNDS BY Four BROAD TRANSACTOR GROUPS 
(Billions of Dollars} 


1935 1936 1937 1938 1939 1940 1941 1942 


A Households and Private Life In- ` 
surance Cos. 











B- CCashecicc. iistri anoh 30.2 33.1 |. 33.4 33.7 35.8 37.6 41.0 47.9 
C Receivables plus Loans and . 

Securities... 0... cesses 139.7 139.6 140.0 141.2 142.0 142.4 146.5 156.6 
D Due to Banks?.............. 3.8 4.1 4.4 4.5 4.8 5.2 5.6 5.1 
E Total Due to Other than Banks 18.8 19.1 18.9 18.4 19.0 19.9 20.4 17.5 
F Net Due—to Balance 

(D+E-[B+C)).. PETEN —147.3 |—149.5 |—150.1 |—152.0 |—154.0 {—155.0 |—161.6 |—181.8 
G _ Net Loan Funds Obtainedi, ,. —1.6 —0.2 —1.6 1.6 0.5 —6.2 | ~19.8 
H The Federal Government. 
I ABMs is oxeiers E E E E oie 0.4 0.2 1.2 1.4 0.8 0.2 1.9 8.9 
J Receivables plus Loans and 

CULILICS.... cece eee eee 12.0 11.2 10.9 10.9 10.7 11.2 11.7 12.3 
K Dueto Banks?,..........08, 19.5 21.5 20.7 22.1 23.5 25.0 29.7 54.4 
L  TotalDuetoOther than Banks} 16.1 | 18.1 19.9] 20.0| 20.6] 21.3] 28.9| 53.1 
M Net Due—to Balance 

(K+L—[I+J]). oe eee «f 23.1 28.2 28.5 29.8 32.7 34.8 45.0 86.4 
N _ Net Loan Funds Obtained?.. 0 0.3 1.3 2.2 2.4 10.1 41,2 
O Nonfinancial Corporations 
P ASL E T 8.9 8.1 9.0 10.0 11.9 12.8 16.1 
Q Receivables plus Loans and 

Securities..........650.. 39.8 40.4 38.8 38.4 39.4 41.0 46.1 51.5 
R Dueto Banks?....... ETE 5.8 6.6 6.4 5.8 5.7 6.0 6.2 6.4 
S  TotalDueto Other than Banks} 110.6 111.8 112.4 112.5 113.4 115.4 118.2 116.3 
T Net Due—to Balance 

(R+S—[P+Q])......++- 68.1 69.1 71.9 70.8 69.8 68.5 65.5 55.1 
U = — Net Loan Funds Obtained!. .. 0.4 2.3 | —2.3 | —1.7 | —1.7 | —4.4 | ~10.7 
V All Other Transactors (except 

the Banking System) 

w ASD... vee e eens eens eens 12.9 14.2 14.4 15.3 17.2 20.1 21.5 25.6 
X Receivables plus Loans and 

Securities..........0.085 66.1 68.1 69.7 69.9 71.7 75.5 78.4 77.1 
Y Dueto Banks, ............. 19.7 21.8 22.9 24.2 27.4 32.6 34.8 31.3 
Z  TotalDueto Other than Banks 90.3 87.1 87.8 86.2 85.6 84.3 86.1 82.1 
a Net Due—to Balance 

pean Al) i scesass 31.0 27.6 28.6 27.6 27.7 27.3 7 16.6 
bs Net Loan Funds Obtained!. . —3.5 0.6) —-1.5) —0.3 | —0.8 | —0.6 | —10.8 
c 
d Total Net Loan Funds Obtained g 


—All Transactors except the ` 
Banking System? 


Banking System on Own 
Account®..... cece ceca 0.3 0.4 0.3 0.4 0.6 0.5 0.6 


, 





, WARNING: All figures from the Money Flows Study shown in this table are preliminary and subject to re- 
vision. They are based on a ‘Trial Balance” struck as of December 31, 1946. They are not released for publication, 
1 Net Loan Funds Obtained for each of the four broad transactor groups equals the increment in the Net Due to 
or corrected to eliminate the effects of accounting revaluations of receivables, Joans and securities, and in- 
lebtedness. 

2 Net Loan Funds Obtained through the Banking System by each of the four transactor groups may be computed 
approximately from the items cash and due to banks. It equals the increment in due to banks minus the increment 
o eaeh minus a correction. The correction equals the increment in deposit mail float plus the increment in bank 
stock held. g 

3 The difference between line d and line e represents discrepancies in estimates. 


K); in 1937 net financing was negligible. The contraction in federal 
expenditures was partly in purchases of the gross national product, 
more largely in transfer payments—the veterans’ bonus was paid in 
1936. The 1936-37 shift in federal fiscal policy has been thought by 
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many to have played an important part in instigating the sharp con- 
traction in business purchases of the gross national product beginning 
in the fourth quarter of 1937. The money flow measurements afford 
support for such an interpretation. 

2. Between 1937 and 1938 purchases of the gross national product by 
nonfinancial corporations declined by about three and a half billion 
dollars (Table III, line O); and while in 1937 these corporations did 
about two billions of financing, in 1938 they placed‘about two billions 
of loan funds net (Table III, line R). Purchases of the gross national 
product by households and life insurance companies also declined in 
1938 (Table III, line C). The decline in purchases of the gross national 
product by nonfinancial corporations was accompanied by a strengthen- 
ing of their financial position; they built up cash balances and 
retired indebtedness in 1938 (Table IV, lines P and R). But the 
. decline in gross national product purchases by households took place 
in spite of the fact that household saving was largely confined to ac- 
cumulation of insurance reserves (Table IV, line G, and Table I, line 
g). Money flow measurements alone can tell only a part of the story 
of business fluctuations, but so far as they go they appear to indicate 
that at this stage in the decline of gross-national-product-purchases, 
nonfinancial corporations took the initiative while households con- 
tracted their purchases in response to a contraction in money income 
payments to individuals. 

3. Between 1939 and 1942 federal purchases of the gross national 
product expanded rapidly owing to the war effort. This expansion in- 
volved a large amount of deficit financing in a money flow sense’? 
(Table ITI, line L). 

4. When a transactor group expands its purchases of the gross na- 
tional product and has recourse to deficit financing in a money flows 
sense” the other transactor groups inevitably contribute just enough in 
the way of financing to meet the deficit. For all transactor groups to- 
gether total general receipts approximately equal total general expendi- 
tures, and net loan funds obtained approximately equal net loan funds 
placed. One transactor group can therefore initiate an expansion of its 
purchases of the gross national product by means of deficit financing,” 
as the federal government did during the war, and so give an impetus to 
the expansion of the total gross national product. The funds sych a 
group needs to borrow because its general expenditures exceed its 
general receipts necessarily equal the funds other groups have to lend 
because their general receipts exceed their general expenditures.” 

2 On this meaning of deficit cf. above. “Deficit financing” is commonly used in about this 
sense for government but not for business. 

2 On this meaning of deficit cf. above. 


7 Cf. Treasury Bulletin, April, 1946, pp. A-11 to A-20. A corresponding statement can be 
made regarding contractions in business activity. 
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5. A major part in the financing of year-to-year changes in gross 
national product purchases is played by the banking system. We may 
compute the net funds obtained or placed by households (and life in- 
surance companies) through the banking system if we make appropri- 
ate allowance for the deposit mail float. Net indebtedness to the banking 
system equals line D minus line B minus the mail float. Funds ob- 
tained through the banking system represent the increment in this net 
indebtedness to the banking system. Similar computations can be made 
for the other three broad groups.” The chart shows the funds obtained 
or placed through the banking system by each of the four broad trans- 
actor groups (the four broken lines). The distance above the zero line 
on each grid represents funds obtained by transactors; the distance 
below, funds placed. The solid line on each grid represents total funds 
obtained or placed. Most of the time the broken line and the solid line 
on each of the three upper grids are close together; during the war they 
move apart. Thus, while the government obtained and households 
placed a substantial volume of funds through the banking system in 
1941-42 it is clear that households, and other groups also, increased 
their direct holdings of government debt materially after 1940. The 
spread between the two lines on the bottom grid reflects the peculiarities 
of the international movements of funds. In these movements the 
United States banking system plays a smaller part than it does in loan 
fund movements inside the United States. 

6. The banking system is often said to create credit. This expression 
has misled some people into believing that the banking system can 


. create or extinguish loan funds at will. The chart makes clear that the 


banking system does no such thing. For the most part it acts merely as 
a middleman, receiving loan funds from some transactors and turning 
them over to others. But it is a middleman strategically situated to fix 
the terms on which much financing is done, and hence to serve as an 
instrument for effectuating public policy respecting business conditions. 

7. The fact that in the movements of loan funds the banking system 
plays the role of a middleman can be restated as follows. The sum of 
the ordinates for the four solid lines should, apart from discrepancies 
(which are substantial in these preliminary figures), be only slightly 
greater than zero. Similarly the sum of the ordinates for the four broken 
lines should be only slightly greater than zero. Loan funds obtained 
should only slightly exceed loan funds placed. I shall mention only one 
of the reasons why the two should be not quite equal. The chart omits 
loan funds plated by the banking system on its own account; i.e., the 
funds it saves from its current operations. The small amount of loan 


* Letters refer to Table IV. Theoretically we should take account of changes in the 
bank stock held by other transactors in making this computation. This refinement makes 
little difference. In the figures for the chart it has been taken into account. 
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THE ROLE OF THE BANKING SYSTEM IN THE 
MOVEMENT OF LOAN FUNDS 
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funds placed by the banking system on its own account is shown on 
the last line of Table [V—three to six hundred million dollars. 

Obviously these scattered comments represent only a start toward 
analyzing the measurements of money flows and indicating their impli- 
cations. I hope, however, that these comments are sufficient to convey 
some impression of how widely useful in economic analysis we may 
expect this type of money flow measurement to be, when it is more 
fully developed. But at this early stage in a maiden effort at a compre- 
hensive system of national bookkeeping it‘is difficult for us to gauge 
its potential usefulness properly. 
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THE ECONOMIC OUTLOOK! 


OF FRIDAY AND EDIE AND AYRES 


When the ancients sought omens and prayers - 
~o To eradicate harassing cares 
They turned to the Sphinx; 
We favor our jinks 
With Friday and Edie and Ayres. 


Trailing truth to its ultimate lairs, 
By Fate never caught unawares, 
This trio of mine 
Can the future divine, 
Can Friday and Edie and Ayres. 


If the market’s ephemeral wares 
Bring woe, and foreboding despairs, 
Use the bold divinations 
And prognostications 
Of Friday and Edie and Ayres. 


You may play with the bulls or the bears, 
Buy common or preference shares; 
< ; But when margins decline 
Give heed to the line 
Of Friday and Edie and Ayres. 


When the outcome with estimate squares 
Then Lady Luck pays all the fares; 
When a bad throw is cast 
Why, the buck can be passed 
From Friday, to Edie, to Ayres. 


- The ancient, oracular prayers 
Were but tangled and tortuous snares; 
Your two-timing sibyl 
Could stoop to a quibble, 
’ Not Friday, or Edie, or Ayres. ` 


For meticulous splitting of hairs 

You must go to the pedagogues’ chairs, 
There’s no ambiguity = 
Or aught of vacuity 

In Friday, or Edie, or Ayres. 


If ‘the world and its tangled affairs 

Are in exigent need of repairs, ` 
Abandon all hope? 7 
No, imbibe all the dope 

From Friday and Edie and Ayres. 


When Gabriels trumpeted blares 
End man’s immemorial cares, 
And Earth wakes from its trance, 
You'll get word, in advance, 
From Friday and Edie and Ayres. 


FREDERICK C. MILLs 
*The Chairman opened the session by reading the above poem which was originally 


presented without warning by its author at the evening session on December 27, 1937, read 
by President W. Randolph Burgess, of the American Statistical Association, at the “Business 


Prospects” dinner on December 29, and is published here in response to many insistent 


requests.—Editor. f 
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PLANNING AND FORECASTING IN THE 
TRANSITION PERIOD — 


By Woopiier THOMAS \ 
Board of Governors of the Federal Reserve System 


Formal discussion of the economic outlook by economists at meet- 
ings of professional associations is a long-established practice. In the 
twenties a luncheon session devoted to this subject was a regular feature 
of the program of the American Statistical Association, which at that 
time dealt to a large extent with economic realities—such as when to 


- buy stocks—while the Economic Association meetings were more con- 


cerned with the hypotheses of neoclassical theories. There seems now 
to have been a change—the statisticians are emphasizing hypothetical 
mathematical formulae and the economists are greatly concerned with 
the immediately current problem of the public debt. 

Since the twenties, when these forecasting luncheons were the most 
popular of all meetings, particularly if held within the proximity of 
Wall Street, there have been great changes in-the objectives and pro- 
cedures of economic analysis. At that time the aim was to predict the 
course of events that was presumably the result of freely operating 
competitive forces in the markets with little influence from public 
controls. Since then we have had more widespread acceptance of the 


. view that economic forces and events can be planned and controlled . 


toward certain objectives. In line with those views and because of the 
pressures of a great depression, government has instituted many more 
regulations and restrictives and has adopted stimulative measures 
aimed to relieve distress and to minimize fluctuations in employment 
and incomes. 

This important change in the institutional structure of the economy 
necessarily modifies both the function and the task of forecasting. 
During the depression of the thirties, after a period of floundering in the 
hope that free private enterprise would finally touch solid bottom and 
be able to walk out of the slough, since it was too burdened with debt 
and tradition to swim, government took over. At first it almost 
smothered the poor victim with a superabundance of aids, some of 
which were misdirected. After this development an important aspect 
of forecasting was to predict governmental policies—especially the 
budget. In time private activities and judgments again became signifi- 
cant but on the whole continued too timid and uncertain to dominate 
the picture as they had in the twenties. 

Then came the war and governmental activities became completely 
dominant. Forecasting was relatively easy, because the problem was 
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primarily one of measuring the capacity of the economy to produce 


_ and of appraising ‘the ability of government to keep private spending 
and market prices under control. 

The postwar transition brought the first real test of planning and 
of forecasting in a partially planned economy when private activity 
needed no special stimulus. Viewing the results from this ‘still rather 
close point, it appears that the test was not wholly favorable-for either. 
planning or forecasting, especially from the standpoint of the public’s 
attitude toward these activities. It is important for economists to con- 
sider why this was true. A great many papers have been written on this 
‘subject and at another session devoted to the subject of transition fore- 
casts, Frank Garfield’s excellent paper seems to me to point out the 
..principal deficiencies of the official forecasts made shortly after V-J 
Day for the transition: period. These forecasts influenced although 
they did not completely determine the planning that was done and the 


policies adopted for that period and the public’s viewpoint toward thasg n 


policies. 

` Economic Developments in Transition Period. What happened? That 
question brings me to the assignment given me on this program: a 
review of recent developments that might provide the background for 
the forecasts to follow. The story of what happened is generally 
familiar. The President in his first Economic Report transmitted to 
- Congress on January 8, 1947, as required under the Employment Act 


. of 1946, has provided a comprehensive, yet concise, and an accurate , 


description and analysis of the events. Time does not permit the pres- 
. entation of a complete story here, nor is it needed for this audience. I 
shall only mention ‘some of the more important developments that 
have a particular bearing oñ this problem of planning and forecasting. 

‘Upon the termination of hostilities there was a lot of uncertainty 


and difference of opinion as to what would be the trend of economic ` 


events in the transition period. It was freely predicted that there would 
be a considerable volume of unemployment and at the same time there 
were fears of inflation. It. was known that there would be a decline of 
70 billion dollars in the annual rate of federal government expendi- 
tures, which had been accounting for about half of the total output of 
the country. It was certain that large numbers of war workers were 


going to be thrown.out of jobs, that many would be released from the . 


armed forces, and that reconversion in some lines would take con- 
siderable time. At the same time it was known that supplies of all sorts 
of goods and services were small and that the public in general had a 
lot of money to spend. Whether they were going to spend it in a 
sufficient amount to create all the employment needed was the im- 


portant question. Some views tended to emphasize the available buying | 
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power, and the limited supplies of goods, while others weré iipresses 
by the employment problem. 

We know now which course the buying public chose to take. We 
know that the consumer determined the trend of events. We might say 
that mistaken predictions on the part of many were, to use a popular 
advertising slogan, because they “underestimated the power of a 
woman.” The consumer, in general, is responsible for the fact that 
there has been so much employment and that we had such pressure on 
prices. 

Federal government expenditures declined in accordance with expec- 


.tations from an annual rate of above 100 billion dollars a year to below 


40 billion. Government expenditures are now close to a stabilized level 
and are approximately balanced by receipts, so that the government is 
no longer the dominant stimulative factor in the economy. 

Private expenditures, at the same time, increased much more rapidly 
and by much larger amounts than was generally anticipated. The de- 
cline in government expenditures was at first more rapid than the in- 
crease in private expenditures and there was some decrease in over-all 
production and income. This decrease, however, did little more than 
reflect the reduction in working hours and in overtime pay, other relaxa- 
tions of wartime pressures for maximum efforts, and the shifting of 
people and equipment from one task to another. There was relatively 
little unemployment, considering the nature of the readjustments being 
made, and no relaxation of pressures of large demand on short supply. 

Expansion of consumer expenditures was, as I stated, the outstanding 
development in the transition period. It was far beyond previous ex- 
pectations. Expenditures on nondurable goods and services, which con- 
tinued at a high level throughout the war, expanded further, although 
the growth in the latter part of 1946 was probably not as great as the 
rise in prices, indicating some decline in physical volume. Consumer 
buying of durable goods expanded rapidly with increased production of 
such goods, but continued below accumulated demands and potential 
capacity for production. 

Some forecasters in 1945 expected that there would be a sharper 
decline in incomes than actually occurred and an accompanying de- 
cline in consumer expenditures for nondurable goods, The anticipated 
increase in supplies and purchases of durable goods was expected to 
curtail buying of nondurable goods. These declines did not take place. 
The simplest guide for forecasting consumer expenditures for 1946, as- 
during the war, was the total supply available multiplied by the highest 
prices the sellers were willing or were permitted to ask. No correlations 
to income separately derived were needed. 

Total consumer expenditures are now abnormally large, not only 
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in dollar amount and in volume of: goods and services, but with refer- 


ence to the level of individual incomes, which are also at a high level. 
The net current savings’ of individuals, that is, the excess of income 
after taxes over consumer expenditures, have been sharply reduced 
since the end of the war. Net savings are currently at an annual rate 
of about 15 billion dollars, compared with a peak wartime level of 
nearly 40 billion dollars. The ratio of current net savings to disposable 
income is now below 10 per cent, compared with the wartime peak of 
nearly 25 per cent and prewar rates of less than 10 per cent. 

This change in savings is an important factor in the immediate out- 
look. In this connection, however, it is significant and should be em- 
phasized that these figures represent net current savings; that is, the 
difference between gross new savings by all individuals and current 


drafts on past savings. With the tremendous volume of liquid assets . 


accumulated during the war, withdrawals from past savings might be 
expected to be much larger than would normally be the case. Hence 
past experience may continue to be an unreliable guide. 


- The willingness of people to draw upon their past savings to purchase . 


durable goods has had and will continue to have an important bearing 
upon the volume of consumer demands. Liquid-asset surveys made for 
the Federal Reserve Board show that although people planned at the 
beginning of 1946 to spend only relatively small percentages of their 
total holdings, the amounts that they expected to spend were substantial 
with reference to the supply of goods available. This was a better fore- 
cast than those made by some economists. 

Withdrawals from savings were unquestionably tremendous in 1946 
—gross redemptions of 6 billion of Series E savings bonds give an in- 


dication. In view of the rise in prices that has occurred’ and the pur- ` 


chases already made, the outlook for 1947 may de different. The next 
survey to be taken in January should indicate the extent to which the 
events of the past year have altered intentions. Current forecasts must 
allow for this factor. 

- Another important factor maintaining consumer oaas at a 
high level relative to income, particularly those for durable goods, has 
been the rapid expansion in consumer credit. This expansion is likely 


‘to continue as more durable goods become available. Were it not for 


Regulation W, the expansion, and subsequent contraction, would be 


more rapid. Payments to veterans, including terminal leave compensa- - 


ction and veterans loans, have also been an important source of con- 


sumer income likely to be spent rapidly. Many of these will not recur 
in the future. 

_ Expenditures for private capital formation, which were 7A a very 
low level during the war, bave subsequently expanded to an annual 
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rate of about 30 billion dollars, compared with prewar figures of around 
15 billion dollarg or less a year. These totals include expenditures for a 
great variety of purposes. 

Residential construction has expanded rapidly; expenditures for 
this purpose are now far above the maximum for any year in the thirties 
and new contracts awarded this year have been well above the peaks 
of the twenties. To some extent this increase reflects higher prices, and 
the volumejof building may be little above the level of the late thirties. 
Practically all of the new housing construction recently started was 
under the Veterans Emergency Program. The question for the future is 
whether the present high costs of building will cause deferment pi 
demand for housing. 

Nonresidential construction rose much more sharply than residential 
building following the end of the war and the termination of allocations 
and of permit requirements by the war agencies. Controls were sub- 
sequently reimposed and these activities were curtailed, but the actual 
expenditures on projects started or to be permitted continued large. 
Recently controls have been relaxed. Business is also buying new equip- 
ment in large amounts. Shortages are substantial in many lines and 
expenditures for producers’ durable goods have been rising as fast as 
production could be expanded. What are the prospects for continuation 
of such a large amount of expenditures for industrial and commercial 
construction and equipment? 

Business inventories, which were seriously reduced during the war _ 
in civilian goods lines, expanded at a rapid rate during 1946. Much of 
the large increase in recent months has reflected rising prices. This in- 
crease in inventories has been one of the most important stimulating 
factors in the recent expansion of incomes, and a slackening in that 
rate, which is certain to come eventually, will produce an important 
change in the situation. When can we expect the end of inventory 
expansion? 

Exports of goods from this country have continued large and could 
be much greater if current demands were met. They reached a peak 
at an annual rate of 12 billion dollars a year, while imports have been 
below a 6 billion rate. American goods are in great demand and it ap- 
pears that supply of goods rather than dollar exchange is still the most 
important limiting factor. 

The most important and significant development of the transition 
period was the sharp rise in commodity prices that occurred in the last 
half of 1946. Prices were gradually rising during OPA controls, but with 
suspension of those controls last summer there was an immediate sharp 
upward spurt and another one followed the lifting of controls in Octo- 
ber. Prices of agricultural products rose to about 250 per cent of the 
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prewar level; they rose more than during the last war and in fact the 
increase in the six months May to November was as great as in three 
years from the middle of 1917 to the peak of 1920. Agricultural prices 
are now higher than at the 1920 peak. 

Wholesale prices of industrial products have not risen during this 
war by anything like as much as they did in the last war—about 50 
per cent compared with over 150 per cent—but further increases of 
these products are probably yet to be recorded. Retail prices of food, 
clothing, and many other nondurable goods have nearly doubled since 
1939, and prices of durable goods have risen by about 50 per cent, 
while rents and many utility charges have shown little increase. The 
total cost-of-living index is up about 50 per cent. 

During 1946 the country was faced with the alternative of further 
price inflation of a more serious nature than had occurred during the 
war or of rigid economic controls of a degree and character exceptional 
in our history. There was no other alternative because at the controlled 
level of prices demand was certain to be in excess of available supplies 

‘that could be provided in any short period of time. An attempt was 
made to maintain controls, but they were inadequate and in the end 
the course of inflation was chosen. The price rise that has occurred may 
surely be called inflation. Whether or not the consequences of this 
inflation of prices will be similar to those that have followed previous 
inflationary booms of similar scope is a question which the subsequent 
speakers are supposed to answer. 

Responsibility of Planning and Forecasting. Other questions of con- 
cern to us as economists are whether the course of events might have 
been changed by more careful—or more fortunate—planning and fore- 
casting and what lessons might be learned from recent events as to the 
future of these two functions of economists. 

It may be said that incorrect forecasts were an influence in deter- 
mining economic and other policies of government, of private business, 
and of labor, and in influencing the views of the public regarding those 
policies. In general a large number of persons who favored planning 
and controls as matters of public policy and some of those responsible 
for the controls adopted were guided by expectations of the future that 
turned out to be incorrect. The situation was one which required, if 
inflation was to be avoided, the most careful controls of a degree and 
stringency far beyond any previous experience in this country and of a 
nature widely believed to be contrary to our basic principles of gov- 

` ernment. 

Official policies, it should be emphasized, were only to a small extent 
guided by the implications of the forecasts of increased unemployment 
and, on the whole, gave recognition to the dangers inherent in the 
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situation and endeavored to maintain controls. Whether or not it was 
feasible or sound policy under the circumstances to maintain and en- 
force such controls in this country is a question which will be debated 
for many years. Events show that in the year 1946 it was politically 
if not economically impossible. 

There was an important group of people, both vocal and numerous, 
who decried the forecasts of unemployment but at the same time 
opposed all planning and controls and claimed that the “free play of 
competitive forces” could solve all problems. It was not always clear 
whether they thought this course would permit a transition from war to 
peace without depression or without inflation, or whether they believed 
that one or the other of these consequences was inevitable in any event 
and would: be less disastrous than the controls needed to prevent them. 

In the light of events it seems clear that under the situation existing, 
in which demands at existing prices were far in excess of any supplies 
that could be attained in a short period of time, the “free play of com- 
petitive forces” would inevitably result in a rise of prices to a level far 
above what could be maintained when supplies again became available. 
This is what I would call inflation. 

Conclusion. Whatever one may think of the justice and reasonable- 
ness of the decisions, it appears from the events of 1946 that the people 
of this country are not yet willing to accept economic planning, or at 
any rate the adoption of all the controls that such planning may indicate 
to be advisable. We cannot, therefore, rely upon an all-wise govern- 
ment to direct us in the paths toward permanent p.osperity and full 
employment. Individual and business decisions will continue to be of 
great importance. As a basis for informed decisions, such guidance as 
the forecasts of economists can provide will be required. Under the 
circumstances, there will be sufficient unstabilizing elements in‘ the 
economy to provide plenty of fluctuations to predict. 


THE OUTLOOK FOR INCOMES AND SPENDING 


By Racnar D. Narss 
Naess and Cummings, New York City 


We are entering the year 1947 under conditions that are in many 
respects unprecedented in our economic history. Many comparisons 
have been made between the present situation and the conditions after 
the first World War and, perhaps, the present situation is more similar 
to the period immediately following the first World War than any other 
period that comes readily to mind. 

New Records in the Midst of Widespread Apprehension. In terms of 
the national income and spending concepts, we are making new records 
for all time, including the war years. Employment is at the war peak 
and every economic indicator reads prosperity in capital letters. In the 
face of all this we hear that the situation is unhealthy and ripe for a 
decline, labeled as anything from a modest readjustment to a serious 
depression. Never before during a period of intense prosperity was 
there so much talk about a business recession or depression. This talk 
reflects a lack of confidence and a fear of the future. Even the con- 
servative trend in politics and the evident intent of Congress to attempt 
to resolve some of the political conflicts in favor of business does not 
seem to instill any sustained enthusiasm or confidence on the part of 
capital. 

This state of affairs has led to an outburst of predictions of widely 
divergent content and quality, reminding one of the Tower of Babel in 
the confusion they engender. 

This psychological and emotional state flows from the very situation 
in which we find ourselves. On the one hand, our economy is supported 
by powerful factors that are still operating fully to give us the un- 
precedented level of activity and national income. On the other hand, 
‘many of these very factors are necessarily, to a considerable degree, of 
a transitory nature, and once some of the major positive forces are 
partly or fully exhausted it,is clear that we will be faced with many 
difficult problems. 

Powerful Economic Forces Still Dominating Economy. At this time 
we are dealing with the prospects for 1947 which greatly eases and 
facilitates the task of diagnosis. This is because we enter the year with 
such powerful economic forces that for a considerable portion of the 
year, at least, the economy as a whole will continue to develop along 
the same lines as during the.last part of 1946. 

Capital Formation at a Very High Rate. We are all more or less 
familiar with these powerful forces. I shall deal with capital formation 
first. Foremost is the intense demand on the part of industry for new 
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plant and equipment. Expenditures for producers’ durable equipment at 
the present time are running almost three times prewar and 75 per cent 
higher than in 1941. Among the important elements that provide 
strength and force to a rising and high level of business the expenditures 
for. plant and equipment by private industry surely ranks near the top. 
Among these expenditures it is difficult to pick any particular field as 
outstanding. Practically every field—ranging from factory machinery, 
electrical equipment, office appliances, through farm implements, 
trucks, railroad equipment, and to commercial and industrial construc- 
tion—is enjoying unprecedented activity. Perhaps the machine tool 
industry is behind the parade but, if so, only because it is not running at 
the enormous rate of some of the others. Among these industries it is 
important to note that aircraft manufacturing, including military air- 
craft, is a relatively new, large-scale contributor to the economy and 
that the demand for producers’ durable equipment for military needs 
must also be reckoned with as a new and important factor in our post- 
war world. 

The expenditures for producers’ durable equipment during the year 
1947 will exceed those of 1946, but it is doubtful that the current rate 
will increase to any degree. Orders in this broad field of activity are no 
‘ longer increasing and, if anything, are showing a declining tendency. 
Unfilled orders are still very large and activity will continue at a high 
rate for some months, with the peak likely to occur during the first 
six months. 

The second stimulating factor in the present rate of capital formation 
which has contributed much to our present prosperity is net exports of 
goods and services. The outlook for net exports of goods and services 
during this year is less easily determined. On the one hand, we know 
the enormous needs abroad that will continue for several years; but, 
on the other hand, we also know the difficulties that we are faced with 
in order to translate these needs into business for American industry. 
Both political and economic factors are of the greatest importance in 
this field. The temporary stimulus through lend-lease, the activities of 
UNRRA, and some increase in imports resulting from our high rate of 
activity at home are the most important factors that. will make for a 
smaller net export balance of goods and services during the remainder 
of this year. Considering all aspects, it does not secm likely that this 
particular stimulus to our economy will continue throughout the year as 
powerful as it is now. 

The third important economic factor in capital formation that has 
greatly contributed to the rise in business has been accumulation of 
inventories. At the end of the war inventories of civilian products were 
low and a wholesale transfer of war inventories took place from private 


60 AMERICAN ECONOMIC ASSOCIATION 


industry to the federal government. Since that time inventories have 
increased at a very rapid rate. About half the increase has been due to 
price increases and half a result-of an increase in physical stocks. Much 
publicity has been given the inventories. A rise in inventories in itself is 
normal during any period of rapid business expansion. It is only when a 
basic change takes place in the economic trend that inventories become 
burdensome. Inventories are “high” or “low” depending upon the eco- 
nomic situation as a whole, and not upon their absolute level at any 
given time regardless of other considerations. It is quite clear that the 
process of building inventories is temporary. Once the basic situation 
changes this process will be reversed and will exert a negative influence 
upon our economy rather than the strongly positive influence that has 
prevailed, particularly during recent months. 

These three important elements in the present situation—the ex- 
tremely high rate of capital expenditures by industry, the large net 
export balance of goods and services, and the rapid accumulation of 
inventories—are so important because of their peculiar leverage effect 
on all other sections of our economy: They all provide a large volume 
of employment and incomes without any offset in consumers goods and 
services that will have to be taken off the market within our domestic 
economy. In all three a peak is likely to be reached some time this year. 


For the year as a whole their combined contribution to our economy - 


should be about the same as last year. 

Release of Consumer’s Spending Dominated Economy Since End of 
N War. When we turn to the other divisions of our economy we find 
conditions of activity perhaps even greater than those that characterize 
the sections already discussed. We are all familiar with the develop- 
ments in the field of consumers goods since the end of the war. The 
outstanding development, in its impact on national income, was the 
release of spending for goods and services by the consumer. The need 
for goods, the accumulated savings, the rapid increases in income pay- 
ments, and the sharp reduction in the current rate of savings brought 
about an increase in consumer expenditures of almost 30 per cent 
within twelve months. 

Consumer’s Goods Industries Becoming Much More Vulnerable. Un- 
til last fall the position of the consumer goods industries as a whole was 
extremely strong. Large wage increases early in the year came when 
consumer goods shortages were still acute. Widespread strikes made 
it impossible to effect a speedy reconversion. The result was a great 
increase in the inflationary pressure im our economy. The consumer 
was, in effect, subsidized by an abnormal rate of income in relation to 
the gross national product. Corporate profits were far below normal in 
relation to national income in a number of industries, while in other- 
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industries not subject to strikes and shortages profits were far greater 
than normal. 

The end of price controls and other war controls changed the picture 
drastically. During the fall, prices rose sharply and income payments 
to individuals improved at a relatively slow rate. At the present time, 
therefore, on the basis of the current output of consumers goods and 
services at the prevailing level of prices, it is becoming clear that a 
large further rise in income payments to individuals is necessary in 
order to prevent a glut in many consumers goods markets. The position 
of the consumer goods industries is now rapidly becoming vulnerable. 
This is perhaps the greatest change that has occurred in our economy 
in the last six months. 

Obviously, the position of consumers durable goods is far stronger 
than that of consumers nondurable goods. The widespread markdowns 
in soft goods are mercly an indication of the vulnerable position of this 
part of our economy. These markdowns are, of course, in part normal 
at this time of the year and may not necessarily reflect the beginning” 
of a downward trend in the entire price level. In fact, commodity prices 
as a whole are still rising despite the decline in prices of farm products 
and the increasing disparity in the movement of prices of individual 
commodities. It is clear, however, that the present trends cannot last 
long before a more general downward movement will occur. It is un- 
likely that income payments to individuals will increase enough to 
enable the market to absorb the increasing flow of consumers goods at 
present prices, even with a larger-than-normal rate of spending out of 
income, somewhat lower personal income taxes, and a continuation of 
the rising scale of the use of consumer credit. Further wage increases 
and some moderate further increase in employment may increase na- 
tional income payments during the next few months; but on the other 
hand, lower farm prices will mean somewhat lower farm income. Price 
weakness this year in consumers nondurable goods and later in the 
year in consumers durable goods seems a very likely development. 

As in the case of consumers goods and services generally, residential 
building is also in a much less favorable position than a year ago. Here 
again, the cost factor is proving to be a real obstacle. IIousing on a vast 
scale, as desired and demanded in many quarters, is impossible under 
present cost conditions. Even with the favorable credit terms available 
it is unlikely that residential construction can improve from present 
levels without substantially lower cost of building materials and a re- 
duction in other costs of building that are now so abnormal. 

Government Spending Will Be Moderately Lower. Finally, the last 
element to be discussed in appraising 1947 is that of government spend- 
ing. We all know that the trend of federal spending will be downward, 
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although the reduction is likely to be gradual and there may be very 
little reduction in the next twelve months. Some increase in state and 
local government spending is bound to occur in view of the needs of 
municipalities and states to make up for deferred maintenance during 
the war years. Federal, state, and.municipal expenditures for public 
works are increasing but are still relatively low. States and municipali- 
ties are planning large expenditurés once labor and materials become 
available, and if business should decline the federal government will 
probably increase expenditures substantially. This year, however, pub- 
lic works expenditures are unlikely to be significant. On the whole, 
therefore, governmental spending is likely to remain of about the same 
importance during the year as it is now. 

Our Economy Close to an Immediate Postwar Peak. Looking at the 
composite of all of these various basic parts of our economy, we find 
that at the present time we are running at an extremely high level that 
can only be characterized as an abnormal boom and that in practically 
all of the segments of the economy we are developing elements of 
instability. The boom is so great and has such momentum that its force 
can only be spent gradually and, therefore, there is but little doubt that 
the year 1947 as a whole will be highly prosperous. 

In fact, if we had time to go into details of the analysis of national 
income and expenditures we would find that many of the figures will 
be almost as good as, or in some cases better than, in the year 1946. 


1946 1947 
(In Billions of Dollars) 
38 3 


Government expenditures for goods and services ......... 5 
Private capital formation ..............cecceeseeeeeeeeee 29 30 
Consumer purchases ......sssssessosereserosesnsessree pee 125 130 
Gross national product .......... eee s cece eeerene 192 195 
Income payments to individuals :...........+.. goneeases 165 164 
Personal taxes and nontax payments .........-...0e0-e08 19 17, 
Disposable income of individuals ...........0+eeeeeeeee 146 147 
Consumer purchases ........cccceeeec cee csteeeeeeeeee 125 130 
Consumers’ savings .......sseeeeeeeee % E aTa iE 21 17 
Retail gales: aie sicieves seeegiveceted ease cease ae ass 96 100 


These estimates for 1947 are obviously bound to be in error. They 
are based on the assumption that the position of consumers durable 
goods and housing is strong enough to stimulate the use of a great deal 
of additional consumer credit and that the consumer will spend a 
larger than normal part of his income. ; 

On the face of it these figures are highly favorable and suggest that 
the year 1947 will be one of great prosperity. It is likely that these 
figures will prove to be misleading for it is not the level of the year as 
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a whole that is important, but the trend during the year. The year 1946 
was one of sharply rising gross national product, income payments to 
individuals, production, and prices. The year 1947 may easily prove to 

e one during which the trend of these items will be downward for a 
considerable part of the year. At the present time gross national product 
is probably running at between 215 and 225-billion dollars a year, na- 
tional income payments at between 175 and 180 billions and total 
retail sales between 105 and 110 billions a year. These figures are 
all substantially higher than the average level suggested for the year 
1947. This year may go down in history as the year of the immediate 
postwar peak in business. If that should happen, it still remains to be 
seen how severe any business decline will be that may start during the 
year, 


THE BUSINESS OUTLOOK 


By Avan H. TEMPLE 
The National City Bank of New York 


For more than six years, counting from the first defense program 
after the fall of France in 1940, our economy has been dominated by 
inflationary influences. At, the beginning of 1947 we face the fact that 
the inflationary boom shows many signs of having reached, or nearly 
reached, its crest. During 1946 the price rise reached a peak in the 
stock market and the bond market. It reached a peak in furs, liquors, 
precious metals, objects of art, and other luxury goods and services. 
It reached a peak in most foods and farm products, and the reaction in 
prices of many foods has been substantial. Probably the rise in textile 
and apparel prices also has about reached its peak although confirma- 
tion must bė awaited. Probably, also, real estate prices, or at least some 
kinds of real estate prices, have attained their peak. 

The inflationary price rise may not have reached its peak in metal 
prices, but the top, if not at hand, is in all likelihood not many months 
away. It probably has not reached its peak in manufactured goods as 
a group, because of the influence of metal prices and wage costs in this 
group. It has not reached its peak in wage rates, probably not in the 
BLS wholesale commodity price index and probably not in the con- 
sumers price index. What is now happening, however, particularly in 
agricultural prices, suggests that the peaks of these price indexes are 
not very far away. 

The expansion in the supply of money, which has been He prime 
cause of the price inflation, cannot be said with certainty to have 
reached its end, but the increase in privately-owned bank deposits and 


currency during 1946 was slight in magnitude as well as percentage. - 


The transactions of the federal Treasury in 1947 will tend to reduce 
the money supply, through use of a cash surplus to retire debt from 
the banks. Private transactions will tend to expand the money supply. 
On balance, any further rise in the money supply seems unlikely to 
reach significant proportions, but a significant contraction is perhaps 
even less likely. 

~ This is a formidable list of statements to hurl at you in a few brief 
sentences. What they indicate, in summary, is that the inflationary price 
rise is no longer general, but irregular; that peaks are being reached, 
seriatim, and reactions setting in; that the rise as a whole has gone 
almost as far as we should expect it to go; and finally that the funda- 
mental cause of the price inflation—the increase in the money supply 
——is also at or approaching its maximum. 
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For 1947, therefore, we have to consider the significance and portents 
of these changes. Will the peak that seems in sight be followed by a 
drop into a valley of depression, or shall we merely move, as we must 
hope, on to a safer path where the footing is sound and where we can 
still maintain something close to our present rate of trade, production, 
and employment? 

The end of a boom may be ier to one or more of several causes. One 
experience is that the money runs out—that further expansion of vol- 
ume and prices cannot be financed. Businessmen may run out of money 
and banks out of reserves upon which they could expand credit. This 
is not the case today, and I shall refer later to monetary and financial 
influences as among the factors tending to sustain and prolong activity. 

A.second way in which booms come to an end is through the in- 
fluence of some extraneous event; for example, something which might 
profoundly alter investment decisions, or a drastic change in the export- 
import balance. The present situation seems to me relatively free from 
these types of extraneous disturbance also. 

This spiral is moving to its end mainly because, like every other 
spiral in history, it has created within itself the maladjustments, chiefly 
in the form of distortions of price and income relationships, which 
bring it to a halt. It has brought, in recent months particularly, a rapid 
and extreme rise in living costs against a modest increase in per capita 
disposable income, which leaves less purchasing power for noncost-of- 
living items. The principal maladjustments seem to be three in number. 

First, some prices are clearly too high. They are too high in relation 
tothe purchasing power of too many people who have to buy the 
product or they are too high in relation to their cost of production. 
For both reasons they may be too high to equate supply and demand 
in the year ahead. Therefore they are vulnerable. A good many agri- 
cultural prices are in this category. From 1939 to the present, agricul- 
tural prices have risen some 154 per cent (BLS), as against 54 per 
cent in nonagricultural prices. I do not suggest that this is a precise 
measure of imbalance, for agricultural prices were doubtless too low 
at the start of the war. The point, however, is that they are vulnerable 
because there is a very good chance that supply-demand relationships 
will not support such prices in the next year or two. This vulnerability 
has been demonstrated already in cotton, in the grains, in many foods, 
and it will surely be demonstrated in other areas as time goes on. 

A second, although related, type of maladjustment is excessive pro- ` 
duction costs resulting from increases in money wages not supported 
by equivalent increases in productivity. In most lines the consequences 
of excessive production costs have not yet presented themselves, for 
sellers’ markets—swollen by deferred needs and accumulated liquid 
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assets—have temporarily solved cost-price problems. The fact remains 
that the balance is precarious and dependent upon maintenance of 
very high volumes. Break-even points are high. The wages of labor in the 
manufacturing industries are 79 per cent higher than before the war 
on an hourly basis, and 91 per cent higher on a weekly basis. Prices 
based on these wages have not stopped the farmer, whose cash income 
in 1946 was 188 per cent higher, from buying manufactured products. 
But the farmer faces a smaller income, and even now prices curtail 
the buying of a large group of people, ranging from some clerical and 
professional workers whose disposable incomes have not kept pace with 
cost-of-living increases to persons or institutions dependent upon in- 
come from fixed interest securities. In extreme cases this last group 
has lost one-half of its purchasing power. At”some point these distor- 
tions must have their effect. The most concrete and visible evidence 
of excessive production costs, menacing the activation of demand, is in 
„construction. 

Indirect and hidden price increases also demand correction. These 
are attributable to overfinishing, to quality deterioration, to substitu- 
tion of inferior materials, and to shifts from low-priced to high-priced 
lines and from staples to expensive novelties. These shifts have been 
the expected consequence of wartime difficulty in getting materials, 
and of OPA regulation and sellers’ markets which made overfinishing 
_ and shifting of lines profitable. They have raised prices relative to qual- 
ity and utility, and thus they have made their contribution to price dis- 
tortion. 

The third possible maladjustment is in the accumulation of inven- 
tory, which in the past year has amounted to about 8 billion dollars. 
This total figure is not worrisome. It compares with an increase of 
11% billions in the 1919-20 episode, and the total is below normal 
relationships with sales and shipments. The trouble is that the inven- 
tories are notoriously short in many lines and piled up in others. In 
other words, they are unbalanced. Forecasters expecting a business 
decline put stress upon inventory accumulation on the ground that- it 
has swollen the demand in the markets, and that when it ceases there 
will be a smaller outlet for production unless other demands rise to a 
compensating extent. This is true, but it is not the last word on the 
matter. For if prices and incomes are in balance and the pattern of 
production fits the demands of the buyers, there is never any reason 
why buying cannot absorb full production. This may not give us a 
different answer but it puts the emphasis on other aspects of the out- 
look; namely, the balance in costs, prices, and income relationships. 

To state the nature of our principal maladjustments itself indicates 
the kind of corrections needed. One is a realignment of production to 
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meet consumers’ preferences and of prices to meet consumers’ pocket- 
books—those that are not too well filled as well as those that are bulg- 
ing. This is a problem which now faces the general merchandise trades. 
Included in it is the elimination of excess and substandard merchandise 
from inventory. The era in which picture frames and plastic ash trays 
and rayon sport shirts could hold up sales, though staple clothing and 
household equipment were unavailable, has come to an end. The re- 
establishment of price lines to fit peacetime pocketbooks may not be 
accomplished without friction because it will run up against the high 
cost of manufacturing. Retailers today are telling manufacturers they 
must get their prices down and their quality up, and manufacturers 
reply that their costs will not come down because the wages they pay 
are still going up. Both may exaggerate in their arguments, and doubt- 
less they will get together, but manufacturers and their workers should 
take warning from what the retailers say. For with or without conscious 
analysis, the retailer is reporting an unbalance in the terms of exchange 
between various population groups—a distortion in price relationships, 
which menaces trade. 

The country needs lower food prices and it is getting them. Declines 
in prices of farm products may mean moderately smaller incomes for 
farmers, even though production is huge as now expected. Neverthe- 
less, the net effect of lower food prices upon the economy should be 
beneficial. Farmers as a group are in unprecedentedly good financial 
shape, with reduced debt and increased liquid assets. They have had a 
greater rise in income and buying power than most other elements of 
the population. Any general survey would conclude that they can stand 
a modest loss of income through price declines better than the rest 
of the people can stand a continuation of present living costs. 

In the industries the need is to improve the efficiency of output, 
reduce unit costs of industrial products, and pass the saving along in 
lower prices in which everyone can share. To bring this about is the 
most urgent problem of management and labor in 1947 and the extent 
to which it may or may not be accomplished is the year’s greatest 
enigma. Any forecast that 1947 will be a good year must be based in 
final analysis on a belief that through good sense and mutual adjust- 
ment a workable answer will be found to the wage question. 

I take an optimistic view as to the ability of the economy to make 
these adjustments without real depression, and indeed without more 
than moderate recession so far as the next twelve months are con- 
cerned. We received violent and spectacular warning last September; 
in the stock market, that a new appraisal of the business outlook was 
in order. One of the last words written by General Ayres, to whom you 
have listened so often on this program, was that if a depression comes 
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it will be the most widely: heralded 4 in history. Retailers are getting their 
_ stocks and commitments down and they are buying cautiously. Manu- 
. facturers have a markedly more conservative attitude toward inventory 
accumulation than they had six months ago. I believe that 1947 will 
be a year of resumption of historical progress in industrial productivity. 
The action of the Ford Motor Company in cutting prices i is in expecta- 
tion of this as well as an act of business statesmanship in every other 
respect. 
In turning to a direct appraisal of the 1947 outlook, therefore, my 


first point is that we are not marching heedlessly up to the precipice. - 


. Beneficial adjustments are already under way. They are coming along 
piecemeal—in inventory balancing and price reductions—instead of 
being deferred and bunched together at some future time, in which case 
they would be incomparably more disturbing. 

My second main point in direct appraisal is that the environment 
in which necessary corrections will be carried out is in many respects 
„extraordinarily favorable. Any inquiry into the state of the capital 

goods industries today shows that the demand for most of their prod- 
ucts is still enormous. Manufacturers are worried about production, not 
sales,-and their customers are worried about when they will get deliv- 
eries. Behind this drive for industrial expansion and improvement are 
wartime obsolescence, technological progress, need of mechanization 
_ to offset high wage costs, availability of funds, and optimistic estimates 
of markets. 

Most forecasts of construction activity project a good increase in 
1947 over 1946. These estimates are well grounded on increased pro- 
duction of materials and breaking of bottlenecks. A more even flow of 
materials to the construction site will help immensely in reducing 
exorbitant construction costs. In consumers’ durable goods the markets 
are equally strong. 

Another important supporting factor is the virtual certainty that 
1947 will be another year of large export surplus. This country would 
have exported much more in 1946 if the goods had been available, and 
in the export markets there is a conjunction of needs—gold, dollars, and 


credits—to sustain shipments in 1947. We should not underestimate 
the supporting influence on the industries, such as textiles, which prom- 


ise to catch up with domestic needs during the year. 

‘I suggested earlier that monetary and financial influences are of a 
. kind to support a prolonged high activity. The money supply is turning 
over slowly and could support more trade and production and still 
higher prices if people should decide to turn it over faster. It can be 
expanded further by making more bank loans if deserving borrowers 
come forward, for there is no strain on bank reserves and little possi- 
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bility that the central banking authorities will rigorously restrict credit. 
The money supply is backed by an unparalleled-volume of liquid assets 
readily convertible into money. Moreover, the money supply is most 
unlikely’ to shrink by any substantial extent in any nearby period, for 
the increase in bank deposits has come about chiefly through govern- 
ment borrowing from the banks and to that extent can be retraced 
only by repaying the borrowing. Three kinds of bank credit have 
expanded during 1946—business loans, real estate loans, and consumer 
credit. By present indications all will expand further. 

The financial strength and liquidity of the economy as a whole and 
of most of its segments, the size of the money supply, its almost un- 
shrinkable character, and the slow rate of money turnover should all 
give assurance against general or major liquidation. 

The welfare of the country in 1947 will be measured, as always, by 
its production and distribution of useful goods rather than by price or 
dollar income criteria. Price declines need be deplored only if they lead 
to curtailment of trade, production, -and employment. The declines 
that appear to be ahead of us in 1947 should not have that effect on 
any broad scale. They are in areas where necessary adjustments are 
made through price changes rather than production changes. A free 
system is capable of making some of the adjustments now called for; 
namely, the shift from expensive novelties and overfinished goods back 
to staples, without real disturbance. Friction will arise, however, where 
consumer demand for lower prices runs against a stone wall of in- 
flexible costs. 

It is to be doubted that textiles, shoes, and soft goods generally, 
as well as some of the lighter consumers’ durables, can maintain present 
rates of production throughout 1947, for inelasticities of consumption 
will begin to operate. It is also doubtful that any labor and resources 
_ released from production in these areas can be fully picked up in con- 
struction and the heavy goods. There is much evidence, however, that 
little decline in production even of soft goods is to be expected before 
late spring or summer and that most of the decline later in the year 
will be confined to these goods. 

If you will study the weighting of the Federal Reserve index of 
industrial production you will find that liberal allowances for a decline 
in soft goods would still take no more than 15 points out of this index, 
and I should not expect the drop in other components to be any more 
than that. Since it is possible that the index will reach 190 before a 
turn comes, I should consider that 160 would be as low as it is likely to 
go in any month of 1947. 

In terms of income flow, I think it reasonable to assume that whatever 
amounts government takes out of the income stream through its cash 
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transactions will be replaced, and more, by expansion of consumer 
credit, real estate loans, and commercial credit. The gap, as‘it is called, 
which will develop when inventory accumulation ceases ‘unless there is 
an offsetting rise in other expenditures, does not disturb me greatly. 
For I recall that demand for both consumer and capital goods was going 
unsatisfied while inventories were being accumulated and if the balance 
in.price and income relationships improves, buying can expand to fill 
the gap. Farm income will decline, but a dollar drop in the consumer’s 
food cost will mean a dollar spent on something else; likewise with 
every dollar of tax cut, if taxes are cut. To the extent that the consumer 
saves, I feel confident that those to whom he entrusts his savings will 
put them to work. This is no time to be concerned with oversaving or 
to worry about a dearth of investment opportunities. For they abound 
on all sides—in residential construction and consumers’ durable goods 
as well as in capital goods. 
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ECONOMIC FORECASTS 
TRANSITION FORECASTS IN REVIEW 


By Frank R. GARFIELD 
-.-Board of Governors of the Federal Reserve System 


Addressing the American Statistical Association in 1927, Edmund 
Day noted two extreme views of business forecasting: one that “when 
given scientific form” business forecasting is to be regarded as “a sort 
of malpractice” and the other that “in business forecasting is to be 
found one of the most valuable lines of endeavor in the entire field of 
social science—a line in which realism, objectivity and adequacy of 
treatment are compelled by the very nature of the problems en- 
countered; a line in which weaknesses of procedure are most merci- 
lessly exposed and high standards of performance most effectively 
enforced.” He advocated continuous public appraisal of results no 
matter what boards of directors and vice-presidents might think. 

During the past twenty years business forecasts have developed 
into economic forecasts and have come to be much more widely used 
in determination—or at least rationalization—of private and public 
policies. Meanwhile forecasting methods have changed considerably 
under the impact of developments in affairs and doctrines such as no 
one foresaw in 1927. Many new data have been compiled, and many 
experiments have been made in combining data to reveal the secrets of 
the future. Forecasters have checked and rechecked their own thinking 
and that of their colleagues. But they have continued to disagree on 
major points in their forecasts, sometimes because of differences in 
judgment as to what has already happened and sometimes because of 
differences in judgment concerning the best way to use knowledge of 
the past in forecasting the future. More specifically, differences in fore- 
casts have reflected in part basic underlying differences of view on such 
matters as the maturity of the economy, the extent of competition in 
the modern world,.the impact of price changes, and the importance of 
monetary and credit factors. Moreover, differences of view as to 
desirable policies for the economy continue to exist among forecasters 
and seem at times to exert a subtle influence on their ideas as to what 
will happen. All things considered, forecasting still appears to be in a 
fairly early stage of development and the experience of the transition 
period tends to confirm this view. The need for continuous public 
appraisal is still very evident. But what does this appraisal involve? 

Appraisal Problems. Two broad questions may be posed first: (1) 
What should be included in general economic forecasts? (2) What sort 
of accuracy should be expected? The first question in turn may be 
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broken down into questions concerning the subjects and time periods 
to be included and the nature of “predictions” or “projections” to be 
made. Answers to all these questions must be affected by consideration 
of the markets which forecasters have for their wares and the crystal 
balls which they have available for observation. . 

As already noted, markets for forecasts have broadened, and general 
forecasts preferably should include estimates of such things as un- 
employment, even if they are subject to greater percentage errors than 
estimates of production and employment. Where government policies 
are an important element in the situation, as in the case of price con- 
trols after the war and likewise of price supports in the period ahead, 
forecasts should be made as to the effects of these policies. Wage rates 
and profits as well as prices should be forecast. As to time periods, 
forecasts are sometimes needed for long periods, sometimes only for 
short periods. Even in long-term forecasts, intensive analysis of short- 
time developments may prove very useful, providing a basis for 
estimating the cumulative effects of developments before the long term 
arrives. Also, to a degree, short-time forecasts need to be made with 
possible longer-term developments in mind; but there seems to have 
been too much of this in forecasting the transition period. 

Controversy over the use of terms like prediction or projection to 
describe the nature of forecasts may be fruitless and certainly the chief 
` interest is in the nature of the forecasts themselves. Clearly the fore- 
caster should recognize and state his major assumptions and indicate 
the role he ascribes to them. One of these assumptions has to do with 
the accuracy of relationships among the parts, as, for example, be- 
tween disposable income and expenditures on nondurable goods. This 
was one of the most important assumptions in the gross product ex- 
penditure-receipts forecasts for the transition period that turned out not 
to be so. If the term projection implies that such relationships can be 
relied upon in all periods, it is open to real question. Also, if it tends to 
relieve the forecaster of responsibility for specified assumptions, it is 
open to question. In the end, the purpose is to forecast probable de- 
velopments as a basis for policy determination—public or private—and 
anyone who provides a single set of projections based on assumptions 
he regards as most likely is engaged in forecasting. Since this is so, 
a term like prediction would seem more descriptive. Unfortunately, this 
term has been used widely by people who have done very little analysis 
and provide very little content. Perhaps forecast is a better word than 
either prediction or projection. 

On the question of accuracy, it seems evident that the goal should 


be estimates which are accurate rather than conservative (from the. 


point of view of some argument). The term accurate, however, implies 
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` The first view centered on curtailed federal expenditures and increased 
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more precision than is feasible and if the approximate nature of fore- 
casts were recognized at all stages it might be that some of the time 
spent on decimal points could be more profitably utilized. Factors 
affecting the sort of accuracy to be expected include the nature of the 
times, of the forecasts, and of the reactions to the forecasts; and they 
also include the nature of the data available and the date lines enforced. 

Now two less general questions may be asked. First, is the forecast- 
ing experience of the transition period really worth reviewing, con- 
sidering the unusual conditions prevailing? The answer is yes. Fore- 
casting is of unusual importance in periods of great change, such as 
this, and any methodology not flexible enough to cover such periods 
needs to be re-examined. Second, what forecasts should be selected for 
consideration? The number of forecasts, general or detailed, published 
or unpublished, by economists or laymen, was legion. Perhaps three 
broad views of the prospect as of August, 1945, may be distinguished, 
not counting the view that the situation was complicated and only time 
would tell. 

Three General Views of Transition Prospects as of August, 1945. 


unemployment; the second on temporary shortages and inflationary 
price pressures; and the third on high levels of demand, production, and 
employment sustained over a considerable period. 

According to the first view there would be a sharp decline in produc- 
tion and employment from V-J Day to the end of 1945, resulting from 
a drastic cut in federal expenditures on goods and services and a great 
reduction in the federal deficit, offset only in small part by a moderate 
increase in private outlays. These private outlays, particularly for 
durable goods, would: be limited by physical obstacles to reconversion; 
and the adverse effects of curtailed expenditures on income would be 
reflected in limited purchases, especially by consumers, of available 
goods and services. Not much change in prices was expected, on the 
average, with strong upward pressures on prices of some products 
regarded as a real problem but one which could and probably would 
be fairly well handled by continued direct price controls; and with 
downward pressures expected on the prices of some other products, 
particularly farm products. Unemployment was expected to rise from 
1 million at the end ot the war to 8 million in the spring of 1946, re- 
flecting in equal parts a reduction in civilian employment and an in- 
crease in the civilian labor force as veterans returned to the labor force 
more rapidly than wartime entrants withdrew. 

For the latter part of 1946 some rise in production and ona 
and some decline in unemployment was visualized in certain of these 
forecasts. Federal expenditures would be stabilized then and private 
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outlays would be increasing as output of producer and consumer dura- 
bles expanded, providing incomes to support a higher level of outlays 
for nondurable goods and services. 

The second view centered on temporary shortages and inflationary 
price pressures. Buying by producers and consumers in this country was 
expected to be heavy, reflecting short supplies of many civilian goods 
in the hands of consumers, distributors, and producers, unusually strong 
financial positions, and general willingness to make free use of available 
resources (including current incomes, accumulated savings, or credit) 
for the purchase of currently produced goods and services and also of 
existing properties. This strong domestic demand, supplemented by 
strong export demand, was expected to make maintenance of price and 
wage controls extremely difficult and to lead to further inflationary price 


advances in areas not under control; e.g., farm and urban real estate. - 


Demobilization and liquidation of the war program were expected to 
lead to some increase in unemployment at the outset but the transition 
to peacetime activities was noted as already well under way before 
V-J Day and unemployment was not expected to reach large propor- 
tions. 


After a fairly short period, perhaps by the middle of 1946, supplies 


in a growing number of lines would become excessive, at least in one 
variant of this view. Prices, if not meanwhile effectively controlled, 
would be at levels far out of line with what could be sustained. Breaks 
in numerous markets set off by “favorable” crop news, concern about 
accumulating inventories, growing consumer resistance to high prices, 
or several such developments, would be followed by fairly general de- 
clines in production and employment, starting in industries producing 
goods like textiles, deferred demands for which could be met most 
quickly and prices for which would probably be particularly out of line. 

The third view centered on sustained high levels of demand, produc- 

. tion, and employment. In this view the existence of a large volume 
of liquid assets and the disposition to spend them freely would contrib- 
ute greatly to sustained activity. Developments would not be of such 
an inflationary nature as to lead to a period of reaction in the near 
future. The shift in output and employment from wartime to peacetime 
requirements was expected to lead to only temporary and local un- 
employment; and activity generally was expected to be sustained at a 
high level for several years until deferred demands had been met. 

The Three Views and the Record. As every man knows, there were 
not 8 million unemployed in the first quarter of 1946; there were less 
than 3 million, not counting as unemployed the million or more persons 
“on vacation.” Consumption expenditures rose sharply and business 
buying was in large volume. There were substantial increases in many 
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prices even before the lapse of controls at the beginning of July. Clearly 
the second view of prospects of the year immediately ahead, as of 
August, 1945, was more nearly right than the other views. It remains 
to be seen whether the general reaction expected in this view to follow 
inflationary developments will occur and if so, when. Reactions have 
appeared already, at different times, in prices of securities and of some 
important ‘commodities. For the most part, however, declines in prices 
of particular commodities have been rather moderate, have come later 
than some forecasters expected, and have not as yet spread widely 
through the economy. Prices ‘generally are close to peak levels and so 
are consumption, production, and employment; this does not neces- 
sarily mean, however, that they are in balance. 

Perhaps on this record the second and third views and the methods 
by which they were arrived at should be examined in detail to find clues 
for future forecasting. Or attention might be focused on the first view, 
which was set forth in a form much more convenient for historians and 
critics and so much more convincing at the time that it formed the basis 
for many policy recommendations by the executive branch of the 
federal government. But your reviewer has chosen to come at the prob- 
lem another way, inquiring about methods in general and using the 
transition experience only as it bears in a major way on broad issues. 

Forecasting Methods and the Transition Experience—Analogy, For- 
mula, and Analysis. Professor Day classified all forecasting methods 
under three headings—analogy, formula, and analysis—and empha- 
sized the need for analysis—analysis on a very broad basis. Events of 
the transition period provide some additional evidence on the general 
problem of methodology thus phrased. 

The obvious analogy was with the 1919-20 experience in this country, 
and study of developments in that period contributed greatly to the 
view that shortages would be acute and inflationary price pressures 
general. Differences in the nature of the two wars, in control measures 
adopted, and in many other matters were evident at the outset, however, 
and analogy without analysis was generally regarded as inadequate. 
Forecasters emphasizing the significance of reductions in federal ex- 
penditures were quick to point to the limitations of the analogy with 
1919-20 and probably underestimated what was to be learned from 
experience in a period in which similar forces were in operation and 
could be studied as they affected each other in a particular situation. 

The gross national product “models” developed for the transition 
were based to some extent on formulae drawn from the experience of 
the prewar years, but account was taken of many transition conditions 
regarded as unusual. Thus, expenditures on durable goods by con- 
sumers were estimated largely on the basis of judgments concerning 
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the availability of materials and supplies, and concerning productive 
capacities in this period, and were not taken as a function of.disposable 
income. Great reliance, however, was placed on formulae relating con- 
sumer expenditures for nondurable goods to disposable income, with an 
upward adjustment of only 2 billion dollars in the seasonally adjusted 
annual rate for the first quarter of 1946 to take account of forces tend- 
ing to bring about high consumption. The resulting estimate for con- 
sumer expenditures on nondurables, 58 billion dollars, proved too 
low by 17 or 14 billion dollars, depending on whether the comparison is 
with expenditures actually made in terms of current dollars or of con- 
stant dollars. It was assumed in using the formulae that consumers 
would not materially reduce their net savings rate to purchase non- 
durable goods and services even though they had exceptionally large 
accumulated savings, chiefly in the form of liquid assets. This proved 
to be an unwarranted assumption. It was also assumed implicitly, and 
incorrectly, that there was some breakdown of total estimated expendi- 
tures on nondurable goods among various types of nondurable goods 
which would correspond with the facts. 

The suggestion has been made that an even more general approach 
relating total consumption to disposable income would have yielded 
better results than separate treatment of major classes of consumption 
expenditures. Whatever the merits of particular formulae suggested— 
and it is difficult to see how such formulae could be made descriptive 
of the diverse prewar, war, early transition, and later transition periods 
—it is evident that choice was involved in the selection of formulae as 
well as in the direct estimating of figures and that the formulae actually 
most used were quite unreliable for this period. 

Forecasts of most other expenditures in the first quarter of 1946, 
used in the gross product “model” calculations but arrived at by less 
formal means, were somewhat better than the estimate for consumer 
expenditures on nondurables. The figure for federal outlays, at an an- 
nual rate of 41 billion as compared with actual outlays at a 33 billion 
rate, was considerably too high, however, while that for state and local 
outlays was very close. The estimate of private outlays for construction 
was too low by about 2 billion dollars out of 5 billion and the estimates 
tor producers’ equipment, inventory accumulation, and net exports 
were somewhat too low. Thus, the forecasting record on government 
outlays and private capital formation was mixed for this quarter, as it 
had been in different fashion for the fourth quarter of 1945, and it 
would certainly be incorrect to infer that the art of forecasting capital 
formation had been mastered. Because supplies were very limited, 
estimates in the field of capital formation in this period did not require 
estimates of demand such as will be crucial in later periods. The same 
holds for outlays on consumer durables, which were forecast closely. 
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Altogether the experience of the transition period with expenditure 
forecasts and forecasts generally indicates that a great deal of analysis 
is essential, even with respect to consumer outlays, and ‘that in the field 
of analysis much still needs to be learned. 

Problems of Analysis. The problems of analysis are legion but several - 
important issues may be selected on which the transition experience 
offers some evidence. The first relates to the use of condition statements 
for the economy along with income statements. As of August, 1945, 
business and consumer inventories of civilian goods, both in this coun- 
try and elsewhere, were very much depleted. At the same time domestic 
business and individual savings, largely in the form of liquid assets, had 
reached exceptionally high levels, and foreign holdings of gold’and of 
dollar exchange were large. Unfilled orders for civilian goods were large 
and prices were being held down only by direct action in addition to 
wartime tax measures. Such unusual elements in the situation at the 
beginning of the period were generally considered but their effects in 
tightening markets were not emphasized enough, especially in “model” 
calculations. 

The second question concerns the significance of transactions other 
than those relating to goods and services currently produced; i.e., trans- 
actions in real estate, securities, and the like. It is evident that ad- 
vances in real estate prices, which were not subject to control, were 
a disturbing element in the price structure after V-J Day, contributing 
to upward pressures on prices of building materials and to the apparent 
financial well-being of property owners generally. That this would be so ` 
was recognized quite generally, but was emphasized-most by students 
giving special attention to markets and prices. 

A third question concerns the importance of orders as distinguished 
from expenditures. The placing of heavy new orders for all types of 
civilian goods in the autumn of 1945 provided early evidence of Poni 
demand and widespread inflationary pressures, for nondurable as wel 
as durable goods. The inflationary pressures were greater than would be 
indicated by expenditure figures partly because of the duplication of 
orders and the concentration of orders in time. Information on orders, 
incidentally, is often difficult to obtain and to interpret but is of very 
great importance in any comprehensive study of prospects. 

A closely related fourth question concerns the interpretation of ex- 
penditure and order figures in relation to underlying demand conditions. 
During the transition when price controls prevented shortages from 
being fully reflected in higher prices, expenditures for particular goods 
and services were held down. To some extent demands were shifted 
to other goods or services, and at the same time savings were greatly 
encouraged. Thus actual expenditures at existing income and price 
levels did not refiect demand conditions in the same fashion as they 
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would under other circumstances. This was true of business as well as 
consumer expenditures and of foreign as well as domestic outlays. In 
connection with rental housing it is still applicable. The point is men- 
tioned partly in warning against the use of transition expenditure 
experience in any casual way for future analysis. But the broader in- 
ference is that expenditure figures always reflect supply and price con- 
ditions as well as the demand situation and that differences in such 
conditions should be taken into account in interpreting expenditure 
figures. 

The fifth subject for reflection is the significance of the distinction 
often made between “autonomous” and other expenditures. The dis- 
tinction has always been open to challenge on the ground that many 
outlays classed as autonomous, e.g., outlays for producers goods and 
inventories, are themselves dependent on conditions elsewhere in the 
economy and that outlays classed as derived, including many consump- 
tion outlays, are themselves subject to important special influences other 
than the level of disposable income. Events of the transition period have 
shown in exaggerated form the dangers always inherent in forecasting 
based on this distinction. Forecasts of the autonomous outlays in the 
aggregate were not far out of line for the frst quarter but they were 
translated into poor forecasts of the “derived” outlays. The suggestion 
that formulae should be developed to derive estimates for private ex- 
penditures on capital formation, usually regarded as autonomous, has 
the merit of recognizing the partially dependent nature of these vari- 
ables. Critical readers, however, will still want to know the sources of 
the forecasts of the independent variables used in the. equations from 
which expenditures usually regarded as autonomous are to be de- 
rived; and presumably they will be aware that the sources are not of 
the sort that astronomers have at their command in forecasting cclipses. 
There will be no assurance, moreover, that in any particular period the 
expenditure-receipts approach is the best one. 

This introduces the sixth point, which has to do with methods in 
relation to the times and to the purposes of forecasters. Data and fore- 
casts for expenditures are especially useful for comparing government 
activities and private activities of various types with each other, and 
this is one reason why forecasts have been derived from expenditure- 
receipts tables. In some periods, such as the transition period, however, 
forecasts of price changes, by type of product, are of very great im- 
portance. For price analysis, some approach different from the expendi- 
tures approach appears desirable. Thorough study of various markets 
and of various markets in relation to each other—cash and futures mar- 
kets, markets for materials and products, domestic and foreign markets 


—may yield important clues to future developments. Study of the in- ' 


ventory situation in terms much broader than the net change in business 
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inventories shown in the expenditure tables can contribute greatly to 
both price and expenditure analysis, especially if better information 
can be developed on a physical basis. Net change in inventories needs 
to be broken down into its component pluses and minuses and related 
to particular commodity situations. The levels of inventories as well as 
current changes are of great significance. Inventories held by farmers 
and by consumers need to be added to the story and, in a broader view, 
stocks of capital equipment need to be considered. So also the whole 
investment situation. Thus a really comprehensive approach to the 
forecasting problem in any period seems to call for much more than a 
statement of possible expenditures and receipts. There is no necessary 
conflict here, except as the forecaster’s time may be limited. One short 
cut frequently taken by those using the expenditure-receipts approach 
has been to use constant prices in their calculations. Thus at an early 
stage the possible cumulative effects of price changes have been ruled 
out of the calculations. The dangers in assuming constant prices have 
been emphasized since last spring by widespread changes in prices and 
price relationships and by their effects on the policies of both sellers 
and buyers; e.g., in encouraging sellers to withhold livestock and other 
products from the market last autumn. At the same time in a more 
comprehensive approach the analysis would include much more ma- 
terial on inventories, production, and consumption in physical terms; 
and it is to be hoped that later reports of the President on the Economic 
Budget will include more such information than the report just issued. 

Whether or not analysis is put on a really comprehensive basis, one 
basic question of method, the seventh on this list, is how much atten- 


. tion should be given to analysis of the facts and figures available and 


how much to the manipulation thereof. In the transition period data 
have been subject to special limitations and in numerous instances 
forecasters have found it essential to make their own allowances for 
biases and discrepancies of one sort or another. But such problems are 
present to a lesser degree in other periods and always there are im- 
portant gaps in information. There is special need for more physical 
volume data on production, productivity, inventories, and consumption. 
Census and other bench-mark data as well as current series are needed. 
Meanwhile, forecasters have not. yet. fully utilized data available; there 
is opportunity, for example, for more detailed study by parts of totals 
sometimes arrived at in casual fashion. And there is much information 
of a nonstatistical nature which may contribute greatly to understand- 
ing of the latest developments and of the more intangible elements in 
the situation. Data will never be available on the spirit of adventure 
but that does not mean that forecasters can safely forget about it. 
Presentation of Results. This concludes the discussion of method and 
not much will be said about presentation of results. It is evident that 
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the little words “up” and “down,” as applied to the general situation, 
are of primary importance—but that they are not enough. For many 
purposes of policy determination it is essential to have ideas on quite 
a variety of subjects—prices, wages, profits, monetary and credit con- 
ditions, production, consumption, employment, and unemployment. A 
statement of conditions at the opening of the period seems desirable as 
background for any statement on developments during the period under 
review. The gross product expenditure-receipts tables no doubt will 
constitute one part of any comprehensive forecast, although even 
figures for the past may be fairly indeterminate in some instances and 
figures for the future may be arrived at by methods quite different, in 
some respects, from those heretofore ordinarily employed. 

Working Conditions and the Future of Forecasting. Finally, a word 
may be in order concerning the conditions under which forecasters can 
do their best work. The discussion here has proceeded on the general 
assumption that forecasters are free to think as they please about pros- 
pects, unhampered by obligations to accept this or that set of data or 
doctrines. Freedom and the co-ordination required in organized re- 
search, however, are not always easy to achieve simultaneously. Even 
such a laudable objective as avoiding conflicting statements by different 
agencies of the federal government can lead to acceptance and use of 
assumptions regarded by some as wide of the mark. The official forecast 
of transition demobilization furnished by the military authorities, for 
example, was much too small. True, some forecasts would have been 
farther out of line if better estimates of demobilization had been used; 
but that is irrelevant here. Perhaps one conclusion is that forecasters 
should be expected to exercise their own judgment on every major 
point. At the same time the importance of forecasting should not be 
exaggerated in such a way that forecasters will be accused of causing 
recessions or be wary of forecasting recessions for fear of such accusa- 
tions. . Perhaps another conclusion is that with forecasting methods 
as inadequate as they are and with the status of forecasters yet to be 
thoroughly established, experimental forecasting work should go for- 
ward in several different types of agencies, private and public. Major 
points at issue, moreover, appear to be such that individuals without 
large staffs at their command may make leading contributions. 

On the record of the transition period, it appears that those who have 
participated in forecasting during the recent past will be as eager as 
anyone else to learn more about the. art of forecasting. The task of 
forecasting developments in the period just ahead provides the next 
opportunity for the exercise of all the ingenuity which forecasters may 


have developed over recent decades in the use of analogies, formulae, - 


and, above all, analysis—analysis at once broad enough to cover all 
major elements in the situation and detailed enough on critical points 
to be illuminating. 


ECONOMIC STRUCTURE, PATH, POLICY, 
AND PREDICTION 


By Jacop MARSCHAK 
Cowles Commission for Research in Economics 


I. Policy and Prediction 


1. Knowledge is called useful if it helps to choose the best policy - 
(action). 

2. Best policy depends on (a) the things which. one values as goals 
(e.g., for a firm, profit; for a government, national income, or budget 
surplus, etc.); (b) noncontrolled conditions (e.g., for a firm, weather 
and government policy; for a government, weather). The best policy 
is an action that maximizes a, given b. 

3. To choose the best policy, it is necessary to predict (a) the ‘effect 
of alternative policies under any given noncontrolled conditions; (b) 
the future noncontrolled conditions. 

4. Thus, all useful knowledge implies prediction; and knowledge use- 
less at one time may become useful later when new goals and conditions 
present themselves. 

5. In human affairs (but also in large parts of technology), to pre- 
dict is, in general, to estimate, for given conditions and for a given 
probability level, a probable range of the results of a given policy. 
This range is wide if the observations are few or subject to large errors, 
or if structural relations (see II) are subject to large random dis- 
turbances. 


II. Stochastic Economic Structure and Path 


6. The probabilistic character of economic prediction is due to the 
chance (“stochastic”) character of economic structural relations. 

7. Each of the structural relations describes either (a) human be- 
havior (of a specified group of people), e.g., consumers’ demand de- 
pends on their current and past income, assets, prices and on a “random 
disturbance,” the latter being the aggregate effect of numerous, sepa- 
rately insignificant factors; or (b) technology, e.g., crops depend on 
acreage, labor, fertilizers, humidity, and a random disturbance; or (c) 
legal rules, e.g., price ceilings, tax laws, bank reserve regulations. 
Economic structure is fully described by these relations provided the 
character of the random disturbances (their variances, covariances) is 
given. 

8. The number of structural relations. must equal the number of 
economic (or nonautonomous) variables. In addition, structural rela- 
tions contain noneconomic (or autonomous) variables. At any time, the 
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probable range of values which an economic variable can take depends 


on the following conditions: (a) the economic structure; @) the values 


of noneconomic variables. 

9. Conditions can be noncontrolled (see 2 and 3 above) or controlled. 
Policies and controlled conditions‘are identical. Thus a policy fixes 
either some of the structural relations, or some of the noneconomic 
variables. However, certain government actions may lie outside of 
government control. For example, certain parts of the budget (interest 
on national debt) are determined by past values of certain variables; 
and tax rates may reflect political shifts which, in turn, are partly 
determined by economic conditions at or before election time. Such 
nonautonomous government actions will not be classified as policies; 
and relations stating what determines such actions may have to be 
included among structural relations (possibly using information gath- 
ered by political scientists). On the other hand, government policy may 
consist in deliberately invalidating such relations of the past and in 
fixing autonomously variables that were previously governed by struc- 

‘ ture. 

The deliberate introduction of “automatisms” into the economic 
structure is a particular kind of policy; for example, adopting the legal 
rule that a change of level of employment or. prices by given amounts 
should be followed by a certain change (stated in advance) in tax 
rates or public expenditures, with the object of stabilizing employment 
or prices; or the Bank of England’s old rule to raise discount rate when 
gold flows out. 

10. The path which an economic variable follows through time de- 
pends therefore on (a) economic structure and (b) on noneconomic 
variables. 

Depending on the character of random disturbances the probable 
range of deviations from the most probable path will be larger or 
smaller; the most probable path may show oscillations if some of the 
structural relations are dynamic, e.g., if they contain time-lags or rates 
of change or acceleration—as in the case of “cobwebs.” 


-I The Need for Structural Estimation 


11. Predictions for a future period, based on observations during 
a past period, are of different kinds according to whether both or one 
or none of the types of conditions 8 4, b changes within and between the 
two periods. 

12. In particular, if structure is known to remain in the future what 
it was in the past, and if the noneconomic variables have constant 
values through both periods, the path of each variable would be pre- 
dictable from the past, apart from random disturbances. In the pres= 
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ence of. random disturbances, the problem is analogous to that of 
-weather prediction. 

13. If structure is known to be retained but the noneconomic vari- 
ables have assumed and are going to assume changing though known 
values, it is possible to estimate for, each current economic yariable its 
dependence (“regression”) on all noneconomic ones and on the past 
(“lagged”) economic ones, and to apply this relation to the future. One 
can thus estimate the effect of policies that consist in controlling cer- 
tain variables (tax rates, bank reserve ratios). 

14. Finally, if structure is known to change in a given way, the pre- 
diction of the effect of this change requires the estimation of the original 
structure. In this case the study of past relations 7 a, b, c, is necessary. . 

15. Case 14 applies also with regard to the particular policy of 
introducing “automatisms” (see 9 above) of the most effective kind. 
For example, to fix in advance the best possible schedule relating tax 
rates to the unemployment and prices of the previous month, it is 
necessary to know the lags and elasticities in the consumption equation 
and in other structural relations at a time when no such legal schedules 
were in operation. Only when such new device has operated long 
enough can structural estimation be replaced by the more “mechanical” 
type of predictions described in 12 and 13. 


IV. Economic Theory, Statistics, and Mathematics 


16. The statistical estimation of the structural relations 7 a, b, c is 
the “filling of empty boxes of economic theory.” The theory is a set of 
hypotheses. Most of these hypotheses state which variables enter which 
structural equations, or state certain inequalities (e.g., regarding the 
signs or relative sizes of cértain elasticities). They are based, essentially, 
on experience independent of the material which is to be used in estima- 
tion. This experience includes statements on rational (i.e., utility- 
maximizing) behavior and on deviations from it, on a plausible psy- 
chology of anticipations, on technological data, etc. 

17. Economic theory is useful in the case 14 and useless in the cases 
12 and 13. It can be presumed, however, that cases 12 and 13 seldom 
occur in practice. In particular, any policy that changes one or more 
of the structural relations of the past, gives rise to case 14, and necessi- 
tates structural estimation for prediction purposes. Structural estima- 
tion may seem useless until a structural change is expected or intended: 
it comes in very useful then. Thus practice requires theory. 

18. All the foregoing statements are concerned with the logic of 
economic knowledge and its uses. This logic is the same whether or not 
mathematical symbols are used. However, mathematical presentation 
is of great help in testing the internal consistency of a theory (see 8 on 
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the number of relations and variables); and it is hardly avoidable 
when the appropriate estimation methods are to be chosen and applied. 

19. After stating the hypotheses about the structure, one may find 
that a certain collection of data will permit prediction only in the form 
of such a wide range of values as to make it useless for policy choice 
(since a wide range of policies will appear to yield equally good results). 
For this, mathematics cannot be blamed; it will merely reveal what 
otherwise might remain concealed. Mathematics does not suppress any 
information available for other methods; and it makes clearer when 
and how additional information must be used (e.g., extending time 
series, supplementing them by cross-section data including attitude 
surveys, etc.). . 
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DISCUSSION 


ARTHUR SMITHIES: For policy purposes, it is necessary to distinguish be- 
tween the best estimate in the probability sense and the best strategic assump- 
tion. Although the most probable forecast may be subject to a wide margin 
of error, it is frequently necessary to select a single figure as a basis for 
policy. 

In preparing the President’s budget, for example, instructions are sent out 
to the departments in June before the beginning of the fiscal year in question. 
These instructions include the economic assumptions on which the agency 
expenditure estimates are to be based. We know that we cannot forecast 
accurately for a period on the average eighteen months distant, but it is not 
feasible administratively to ask the departments to give a range for their 
estimates. Most of them have no explicit knowledge of the theory of proba- 
bilities. We must, therefore, use the best strategic assumption. 

The strategic assumption should differ from the most probable estimate 
for two main reasons. 

If policies are based on, say, an assumed national income, it is not a matter ` 
of indifference whether the estimate turns out to be too high or too low. It is 
much better to have a program of unemployment relief and not use it than to 
need it and not have it. But if national income is assumed at a low level, 
there is danger that policies may be adopted which will be inflationary if 
national income, for other reasons, turns out to be high. The risk of inflation 
must be weighed against the risk of failure to provide for unemployment. The 
strategic assumption should be selected so as to minimize the risks of being 
wrong. 

It is frequently much easier to change policy in one direction than in 
another. It is easy to reduce taxes but hard to increase them. It is easy to 
remove economic controls, but hard to impose them. On the other hand, it is 
risky to keep taxes too high or to retain controls too long. But the strategic 
assumption should be based in part on the ease or difficulty with which 
policies based on it can be changed. 

Economists delude themselves and the country when they assert that policy 
should be flexible enough to provide for a wide range of contingencies. The 


. Machinery of government of the United States is so complex that there are 


severe limits to flexibility. I do not see how we can hope to devise methods to 
guard against inflation and deflation at the same time. Even though both may 
be equally probable, the strategic assumption should give greater weight to the 
alternative that is considered to be the more dangerous. 

If viewed as strategic assumptions, the transition period forecasts made in 
Washington appear in a more favorable light. Although it was assumed that 
transitional unemployment was high, it was also assumed that partial infla- 
tion and acute shortages would occur in important sectors of the economy. The 
Washington economists recommended unemployment relief, continued price 
control, and controls over construction. The trouble was that the assumption 
was presented as a forecast and the economists got hoist with their own petard. 
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Herbert STEIN: One of the most obvious and most important lessons from 
our experience with forecasting is that we do ‘not do it very well. To point this 
out is not mierely to counsel humility or to suggest that we should stop forecast- 
ing. More forecasting will certainly be part of the process by which the ability 
to forecast is improved. But for the present, at least, prudent policy ought to 
reckon with our ignorance of the future. The fact of ignorance emphasizes 
the danger of relying upon compensatory policy to the neglect of structural 
reforms that might make the economy respond to disturbances in a damping 
rather than aggravating manner. Among compensatory policies it points to the 
need to minimize dependence upon long-term forecasting by the development 
of more flexible instruments. This is likely to be an important consideration 
in the relative weight given to fiscal versus open-market means of monetary 
control and to revenue versùs expenditure adjustment within the fiscal field. 

It is less amazing that the V-J Day forecasts were wrong than that the 
possibility of gross error was so generally underestimated at the time. Just after 
his experts completed their V-J Day forecasts but before they had been made 
public, the Director of War Mobilization and Reconversion appeared before 
a Senate Committee on the Full Employment bill and asserted his confidence 
in the ability of experts to provide useful forecasts on which policy could be 
based. So attached wére the forecasters to their predictions that for weeks 
after V-J Day the widening divergence between the forecasts and the actual 
statistics of layoffs, retail sales, and employment “was considered to throw 
doubt upon the accuracy of the statistics, not the forecasts. The 8,000,000 
forecast of unemployment was published by OWMR after the data began 
to suggest that the actual courses of post V-J Day events was not running 
down the forecast path. 

A forecast even though it later proves wrong may yet turn out to be the 
most prudent “strategic assumption” on which to act, as Mr. Smithies suggests. 
It is doubtful that even by the generous test of the “strategic assumption” 
the V-J Day forecasts come out very well. Conditions were such that tax cuts 
once made could not be undone, wage increases could not be reversed, and the 
restraints on public works, once loosened, could not be restored. The “assump- 
tion” of depression gave aid and comfort to all these moves. On the other hand, 
the assumption of continued general inflationary pressure would not have 
closed the door to the policies that would have been appropriate if the 
assumption turned out to be incorrect. 

This is all water over the dam. But in his January, 1947, Budget Message 
the President forecast, presumably on expert advice, that if a recession oc- 
curred “it would be a temporary slump growing out of transition period dif- 
ficulties and would call for no revision in our budget policy.” This seems an 
unnecessary foreclosure of fiscal adjustments that might prove useful if the 
forecast should prove to be incorrect. 


THE SOCIAL AND ECONOMIC SIGNIFICANCE | 
OF ATOMIC ENERGY 


THE PROBLEM OF REDUCING VULNERABILITY 
TO ATOMIC BOMBS 


By ANSLEY J. COALE 
Social Science Research Council 


Attacks against industrial activity and civilian populations are a 
commonplace characteristic of modern war; this characteristic is 
given new and somber emphasis by the superlative efficiency of nuclear 
fission as an agent of destruction. Until there is substantial evidence 
that the relations between great powers are'no longer chronically 
unstable, one’s attention is forced, with whatever degree of reluctance 
to methods of averting or alleviating the potentially d sastrous effects of 
attack by atomic bombs. 

An analysis of protective methods cannot be divorced from specula- 
tion about the future relations between nations, and about the nature 
and scale of attack that might occur. Plans for protection must con- 
form to suitable aims of national policy toward atomic weapons, aims 
suitable to the various circumstances which might arise. The purposes 
of national policy toward the military use of atomic energy may be 
one or more of the following: (1) to prevent the occurrence of an 
attack by atomic weapons; (2) to prepare to win a war involving 
atomic weapons, should one occur; and (3) to minimize the loss of 
civilian life during attack, and to maximize the nation’s ability to 
resume activity after it. 

The comparative importance of these goals will depend in part on 
the probability of securing them. The first aim will almost always be 
the most important, and the others should almost always be sub- 
ordinated to it. But as the likelihood of success in avoiding atomic 
attack vanishes, the importance of the other aims becomes more 
apparent. 

Protective measures designed to help achieve these goals would 
differ according to the state of military technology, and also according 
to the conditions of international relationships. It would be fruitless 
to try to anticipate every conceivable variation of international situa- 
tion. There is, however, one significant variable which in itself will 
have a profound effect on the future role of atomic weapons. This 
variable is the success or failure of the United Nations in establishing 
an agreement prohibiting production of atomic energy for military 
use. 
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The extreme situations would be, on the one hand, an agreement 
successfully prohibiting atomic weapons, and on the other, no limitation 
on atomic armament. The anticipated character óf war, the military 
plans for it, and the measures which migbt be designed to reduce 
vulnerability would be quite different in these divergent circumstances. 

It cannot be claimed that these polar alternatives exhaust the possi- 
bilities. It is entirely possible that the United Nations will propose an 
ineffective agreement: one that pretends to guarantee against the manu- 
facture of atomic weapons but that in fact fails to do so. 

In this paper, only the extreme conditions of a successful agreement 
and of no agreement at all are considered. These are analytically the 
most simple, though perhaps not in practice the most probable, situa- 
tions. An analysis of vulnerability problems under an ineffective agree- 
ment would not be profitable until the defects of.an actual treaty are 
available for study. 

The pages that follow are devoted to a discussion of vulnerability 
reduction as a means of avoiding atomic attack, of winning an atomic 
war, and of reducing civil death and destruction. The discussion is 
divided into two sections, one treating problems of protection under an 

- assumption of effective international agreement, and the other treating 
these problems when unlimited atomic armament is assumed. 


I. Vulnerability Reduction Under an International Agreement 
Prohibiting the Manufacture of Atomic Weapons 


The United Nations Commission on Atomic Energy is presently en- 
deavoring to draft a plan for the international control of atomic wea- 
pons. It is assumed in the next few paragraphs that the Commission’s 
efforts will be successful. The most brilliantly designed and executed 
plan for preventing the manufacture of atomic bombs would not destroy 
the knowledge that a superlative explosive can now be made, and would 
not forever banish the possibility that it might again be used. The 
sole guarantee which would make certain that atomic weapons will not 
be employed is a guarantee that large-scale war is impossible. It is not 
the intention here to imply that a guarantee against war will never be 
-achieved, nor to imply that an atomic agreement would not be an 
important step toward such a guarantee. It is assumed merely that 
proposals of the nature of those under consideration by the United 
Nations Commission would not in themselves remove all possibilities 
of war, and therefore would not onreg destroy the possibility of 
atomic attack. 
Thus, if an agreement should be ea on limitation of atomic 
weapons, the problem of vulnerability would still exist. 
Vulnerability Reduction as an Aid to the Prevention of Attack. The 
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protection of essential sources of military strength—sources which are 
liable to destruction by a small-scale atomic bombardment—would be a 
contribution toward preventing attack if effective international limita- 
tion is achieved. The existence of concentrated targets of great strategic 
importance, such as the national capital of this country, offers an 
excessive advantage for abrogation of an atomic agreement. 

Measures which reduced the vulnerability of such important targets 
would thus be a useful adjunct to the agreement itself in reducing the 
probability of atomic aggression. In order not to jeopardize the con- 
tinuation of the agreement, vulnerability reduction should be restricted 


_ to measures which could be freely recommended to all subscribing 


powers. - 

Vulnerability Reduction as an Aid to Winning an Atomic War, 
Should One Occur. The international authority established to super- 
vise the restriction of atomic weapons can hardly survive unimpaired if 
a war between major powers begins. The termination of its effective 
control would probably be nearly coincident with the start of hostilities. 

The prior existence of an effective agreement would not prevent the 
use of atomic weapons in warfare. Rather, the agreement would 
eliminate the possibility of a large-scale atomic attack and counter- 
attack in the opening days of the war. 

There would thus be two phases in a postagreement war: a first 
period of uncertain duration during which atomic bombs would be 
unavailable for large-scale use, and a second when atomic weapons 
might be employed on a large and perhaps ever rising scale. 

It would be a function of the military organization to plan and 
prepare to win any war which might follow the termination of an atomic 
agreement. Military plans must take account of the probable nature of 
future warfare, and cannot be based on an assumption that controls 
which are presently successful will continue to be so. It might sccm 
reasonable to try, during peacetime, to attain a military machine strong 
enough to maké victory sure. It would seem good military judgment to 
maintain in readiness non-atomic combat forces of maximum strength, 
and to make every possible preparation for atomic bomb production 
short of actual illicit manufacture. But however sensible these prepara- 
tions might seem from the point of view of guaranteeing victory, they 
are not measures which would be viewed with equanimity were they 
initiated by rival powers. Such preparations would therefore be foreign 
to the philosophy of an agreement limiting weapon manufacture, and 
it is probable that they could be undertaken only at the risk of losing 
continued international renunciation of atomic weapons. 

- However, the restrictions on preparation would not prevent what- 
ever preparations are tolerable from anticipating the expected charac- 
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ter of warfare, nor would restrictions preclude the evolution of full 
military plans for the course to be followed should the agreement fail. 
A major factor in both preparations and plans would be the protection 
of potential military strength from destruction. 

The basic principle of vulnerability reduction in the purely military 
sense would be to see that no major source of strength is exposed to 
severe damage. There are at least three elements deserving protection 
in accordance with this principle: (1) the active combat forces and 
their equipment must be protected from destruction; (2) the capacity 
of the nation for unified action must be preserved; and (3) the produc- 
tion and delivery of materials for war must be insured. 

The necessity to protect combat forces would require that all military 
equipment and personnel not directly engaging the opponent (airfields, 

-naval bases, arsenals, forces in training, and the like) be so dispersed 
and protected by structure (underground, if need be) that an attack 
of the strength to be reasonably anticipated would not imperil the 
efficiency of military action. 

Preservation of unified action would call for a continuation of effec- 
tive national administration and of internal communications. Excessive 
deterioration of morale under attack would need to be avoided. Ad- 
ministration might be interrupted with serious consequences because 
a single attack upon Washington might be able to destroy the or- 
ganization needed to direct the nation at war. Designation of suc- 
cessors for members of the government who might be killed, relocation 
of various agencies, duplication of files and other equipment—these 
are some of the measures which might alleviate the effects of an attack 
on the capital. A small number of atomic bombs might hamper the 
cohesive performance of a nation at war by interrupting the flow of 
intelligence ordinarily carried by telephone and telegraph. Atomic 
attack against a few large cities might cause “aimless, even hysterical 
activity, or flight”* in the target cities and in potential target areas. 
The need for continued administration and communications and for 
sustained morale indicates the necessity for research to discover 
whether in fact safeguards would be required, and to ascertain what 
measures would promise an important degree of safety. 

An element vital to victory in modern war is the provision of muni- 
tions and supplies to the active combat forces. It is conceivable that 
the production and transport of these materials could precede the war; 
i.e., that a war could be prosecuted to a large degree from munitions 
and supplies accumulated in peacetime. However, the restraining effect 
of an agreement, together with public reluctance to support military 


*The Effects of the Atomic Bombings of Hiroshima and Nagasaki (U. S. Strategic 
Bombing Survey: Chairman’s Office, June 19, 1946), p. 23. 
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expenditure during peacetime, would limit the accumulation of weapons 
before war begins. The possibility of a conflict of extended duration, 
the need for the wartime birth and growth of atomic bomb manufac- 
ture, and other expected changes during the war in military technique 
—these reduce further the possibility of conducting a war solely from 
accumulated munitions. It seems an unavoidable conclusion that, in a 
postagreement war, a large proportion of the total munitions needs 
must be produced after the war begins. 

It was stated earlier that the general principle of vulnerability reduc- 
tion in the military sense is to make sure that no major source of 
strength is exposed to severe damage. This principle, as applied to 
industrial production, implies that no attack by hostile forces shall 
be able to prevent the completion of essential munitions and supplies; 
or, in other words, production needed for the conduct of the war 
should continue despite attack. 

There are two preliminary sets of data needed in an arialysis of 
protective plans for the production of war materials. The first is a 
description of the industrial products which would be essential to the 
war, and the second a description of the industrial structure required 
to manufacture and transport these products. 

It would be nearly impossible to obtain in detail the first of these 
sets of data, inasmuch as one cannot foresee with precision the muni- 
tions to be used in a war in the indefinite future. However, the second 
set—a description of the structure of the needed war industry—de- 
pends in part on a knowledge (not in principle inaccessible) of the 
peacetime structure of industry. 

A substantial.contribution toward the analysis of industrial vulner- . 
ability could be made by maintaining a continuous and complete survey 
of the current industrial structure. The purpose of such a survey 
would be to show how any arbitrary group of war goods might be pro- 
duced, and to find out how vulnerable to attack the production of these 
goods would be. This survey might consist of a series of studies of 
individual industrial processes, studies which would make clear both 
the internal characteristics of each process and its relationship to 
others. A single process—the production of one category of material, or 
of a related group of materials—might be analyzed by collecting the 
following information: ' 

1. Productive facilities for the process, and relations to other indus- 
trial production. The present operating and idle capacity for the process 
should be ascertained, and the facilities convertible to the process 
determined. The materials and the construction time required to erect 
new capacity should be discovered. The uses of the products of the 
process in other processes and in various finished goods should be 
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listed, as should the input materials required: Possible substitutes for 
the product in various uses should be recorded. ` 

2. The vulnerability of the process, to atomic attack. Vulnerability 
depends on the nature of the process itself (i.e., on the frangibility of 
the plants by heat and blast, on the difficulty of repair after damage, 


` and on the protection offered ‘workers against the antipersonnel proper- 
ties of the atomic bomb); on the location of the plants which carry - 
_ on the process (the process is vulnerable if a substantial proportion 

_is conducted in a small number of plants, or in plants found in a few 


< clusters each of small radius compared to the destructive radius of 
‘atomic bombs; interior locations are presumably less vulnerable than 
those near a border); on the accessibility of supplies (a process is 
vulnerable if atomic bombardment can easily cut off needed materials) ; ; 


labor has special skills and resides in compact areas); and on the re- 


quirements for industrial energy (a process safe by the preceding 


criteria would be vulnerable if a large proportion of its plants required 


; energy provided solely, for example, by the Columbia River dams). 


3. The suitability of various remedial measures for reducing vul- 
nerability. If a process is vulnerable to atomic attack, its vulnerability 


“might be reduced by establishing a safe locational pattern, by: ac- 


cumulating stocks of materials at the point of intended consumption, 
or by providing physical protection against the destructive properties 
of atomic bombs. Location in a safe pattern would be easier for those 
industries whose capacity must be greatly enlarged in wartime, for safe 
location could then be part of the plans for expansion. A non-vulnerable 
_pattern would be especially difficult to achieve where economies of 
scale or other special advantages of concentration are present. 

“The acquisition and retention (at the point of intended consumption) 
of stock piles of materials required in a war economy would allow that 


economy to continue uninterrupted while damaged sources of supply - 


are restored to operation. Stock piling would probably be less expensive 
and politically more feasible than relocation for many processes. It 


would be best applicable to products ‘easily stored and not subject’ 


to rapid obscolescence or spoilage. ~ 

Physical protection would involve construction of buildings which 
are blast and heat resistant, and which afford shielding against penetrat- 
- ing radition. Advantage could be taken of-irregularities in terrain. The 
most essential facilities might be constructed underground. 

A survey which supplied this information, maintained complete and 
up to date, would provide a background for planning the safe produc- 
tion of whatever materials the latest military plans would require. In 
other words, when. the best information available about the expected 
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severity of attack and about the requirements for production after 
war begins is added to the data collected by this survey, there would 
be a sound basis for planning the safest possible configuration of 
war industry. i 

The production and delivery of war materials might be interrupted 
by attacks on transportation facilities. The fact that an efficient atomic 
bomb must be of at least critical size implies that only major industrial 
targets or important transportation bottlenecks would be subject to 

„attack so long as there are only a small number of bombs. A bomb 
exploded under the Hudson River might fracture the tunnels under the 
river and shower the docks and railroad yards adjacent to the river 
with radioactive spray. The devastation of a large city might restrain 
all traffic into the city except that required for relief. 

The plans for industrial location and for stock piling should aim at 
independence of transport from major cities and important bottlenecks 
(ports, canals, and the like). A comprehensive study of the time re- 
quired to restore damaged transport facilities, of alternative routes 
should key centers be destroyed, and of various remedial measures is 
needed. 

Vulnerability Reduction as a Means of Minimizing Loss of Life. The 
characteristic of the atomic bomb that rightfully arouses the most con- 
cern is its ability to kill. It produces (even in its demonstrated forms) 
many more casualties than would an attack with high explosives and 
incendiaries which caused an equivalent amount of damage.’ 

The danger to civilian safety follows from the existence of extensive 
areas of high population density, areas which offer very insufficient 
shelter from the deadly properties of the explosion. There are many 
places in the United States where the terrible disaster at Hiroshima 
could be duplicated. An additional source of danger is the vulnerability 
of the establishments which would be called upon to provide relief for ` 
bombed cities: hospitals, fire-fighting organizations, and the like. Still 
further calamity is threatened by the.potential destruction of houses, 
food stores, medical supplies, water supplies, utilities, and other neces- 
sities for continued life in the stricken areas, and by the possible de- 
struction or impairment of factories, tools, and personnel which would 
be needed for- restoration and to provide essential materials after 
attack had ended. 

Death and injury might be lessened by reducing the density of 


*“Tf one produced the same amount of damage in two comparable cities, in one by 
incendiary bombing, and in the other by atomic bombing, there would be fifteen times as 
many people injured in the second as in the first. There would be eighteen times as many 
killed.” Testimony of D. A. Terry, of the medical division of the Strategic Bombing Sur- _ 
vey. Hearings before the Special Committee on Atomic Energy, U. S. Senate, pursuant to 
S. Res. 179. Part 5, February 15, 1946, p. 518. 
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population in large urban areas by any feasible method, by building 
deep shelters of sufficient size to house a large proportion of urban 
populations, by planning emergency medical care and other disaster 
relief, and by encouraging the construction of blast-, heat-, and radia- 
tion-resistant buildings. The permanent reduction of density in urban 
centers would involve unprecedented government intervention if done 
rapidly and on a large scale. Some improvement could be achieved 
by careful planning of slum clearance and other government housing 
projects, and by encouraging dispersion through various forms of 
subsidy. Perhaps the most feasible method of reducing the concentra- 


- tion of population would be a nonpermanent evacuation of substantial 


numbers from large cities at the beginning of a postagreement war. 
The prior existence of a limitation on atomic weapons would provide 
a brief period for such evacuation—a period during which atomic 
bombs would not be used in large numbers. 


II. Vumeranany Reduction When Atomic Armament Is Not 
Limited by International Agreement 


It is assumed in the paragraphs that follow that there is no treaty 
limitation on atomic armament. It is further assumed that technical 
limits would allow a rate of production of atomic bombs (of the sort 
already used) of hundreds per year, and that a major power could 
accumulate thousands no more than a decade after it had started large- 
scale production. Finally, it is assumed that the great powers would 
fully exploit the technical possibilities. What would be the problems of 
vulnerability after the accumulation in several nations of thousands 
of atomic bombs? 

In a postagreement war, large-scale attacks (for example, with 
more than ten bombs) would not occur before the passage of some 
interval after the termination of effective control; and such a war 
might be ended before more than a hundred or so bombs had been 
used. In contrast, any war following the multilateral accumulation of 
thousands of atomic bombs would quite possibly open with reciprocal 
attacks of terrible magnitude. Under the latter assumptions, then, the 
reduction of vulnerability must have been completed at the time war 
starts, and protection must have been provided against a very large- 
scale attack. 


The Prevention of Atomic Attack. It is to be presumed as a corollary . 


of the absence of international limitation that each major nation must 
rely primarily on its own actions to avoid war and thus to avoid being 
subjected to atomic bombardment. The method of avoiding war that 
most naturally suggests itself in these circumstances is to prepare an 
atomic counterattack of maximum proportions, and furthermore to 
provide safeguards which would insure that the counterattack could 
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be delivered after reception of an initial bombardment. More exactly, 
the measures giving perhaps the bést guarantee obtainable against 
attack would be, in the absence of treaty limitations, synonymous with: 
preparations for victory in an atomic war— “victory” in the formal 
sense of the imposition of surrender on an opponent. The important 
motive for preparing to win an atomic war would be to avoid having 
to prove that the preparations had been successful. 

Vulnerability Reduction as an Aid to Winning Any War That Might 
Occur. The general pattern of preparation imposed by the prospect of 
an early large-scale exchange of holocaust would be to maintain in 
constant readiness all of the elements needed for effective military 
action (particularly for a major atomic counterattack); to keep these 
elements protected from destruction by the most extreme precautions; 
and to make them as independent as possible of the remainder of the 
national community, which might become completely disorganized un- 
der a major atomic attack. The details of this pattern would involve, 
for example, full replacement during peacetime of military air con- 
veyances with later models whenever an important improvement is 
made, and similar re-equippage of the defensive forces following each 
major innovation in techniques of defense. The stocks of atomic bombs, 
the carriers for the bombs, and other important components of mili- 
tary force would need to be widely dispersed, and protected by the 
safest achievable structures (presumably underground). 

In the interest of brevity, the protection of only the production of 
military equipment will be discussed here, as illustrative of the contrast 
between the reduction of military vulnerability under the present as~ 
sumption of unlimited armament and under the earlier assumption of 
atomic agreement. 

In view of the probable decisive magnitude of the early attacks, the 
primary method of protection for the production of military material 
would be to complete that production in advance of the war. A dis- 
persed and protected stock of products suited to the latest military 
plans should be maintained—a stock large enough to meet all the 
anticipated needs for military action. 

However, the war may not have been decided before such stocks are 
exhausted, or the war might start before a sufficient quantity of some 
decisively novel weapon or implement of war had been accumulated. 
Therefore, as provision for a war of moderate duration, the factories 
engaged in the direct production of munitions should be so protected 
that they can continue under attack. Protection of these plants would 
call for wide dispersion, for underground construction, for large ac- 
cumulation of the input materials used in production, and perhaps for 
protected dormitories adjacent to the factories, stocked with food. 

The longer the war, the more likely that accumulated weapons would 
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prove inadequate, that strategic developments would demand unfore- - 
seen munitions, and that industrial production during the war would. 


decide the outcome. It would therefore be desirable to extend extreme 
methods of protection back through the industrial complex supporting 
the production of finished munitions. However, it is unlikely that a 
complete industrial organization from raw materials to finished prod- 
uct could be so designed as to withstand an assault by x, 000 bombs. 
“Complete” protection should be provided as far back as practicable, 
with large stock piles of input materials maintained at the earliest 
protected stage. 

Vulnerability Reduction as a Means of Minimizing Loss of Life. 
In some ways, the protection of military strength would be’ no more 
difficult when armament was unlimited than when an agreement pro- 
hibited atomic weapons. The larger scale and earlier incidence of atomic 
attack would be in part compensated by the economy resulting from our 
own employment of extremely efficient weapons; furthermore, there 
would be fewer inhibitions to restrain the establishment of safeguards. 

But in seeking methods for minimizing death and destruction, there 
are no compensations for the probability that attack would be early 
and massive. It is difficult to outline measures which would reduce 
deaths below seven or eight figures if-x, 000 bombs were delivered on 
the most densely populated areas of the United States. A drastic pro- 
gram of dispersion of urban populations would decrease the probable 
number of casualties; but unfortunately, since the estimated cost of an 
atomic bomb is only one million dollars it would presumably be easier 
for other powers to add to the strength of their attack than for this 
country to increase the number of targets by building smaller cities. 
The degree of decentralization which would be needed in order to make 
the casualties no greater than, say, those caused by Allied bombing 
of Germany is probably a greater degree than would be feasible, if 
indeed any conceivable. dispersion could make casualties so few. 

To say that massive casualties could not be avoided by protective 


measures is not to say that precautions would be worthless. Every ' 


means available should be exploited for inducing a less concentrated 
pattern of habitation. Large, deep shelters should be constructed 
underground. Food stocks and other stores should be accumulated in 
protected places of storage. Structural features resistant to the proper- 
ties of atomic explosives should be encouraged. However, one should 

not anticipate that such measures would avert an extremely large num- 
ber of deaths and injuries in a several-thousand-bomb attack. 


The foregoing discussion has attempted to describe one facet of 
the problems arising from the current revolution in warfare: specifi- 
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cally, the reduction by protective methods of the potential consequences 
of atomic attack. 

Even in the description of this single aspect, there have been sim- 
plifying assumptions, stated explicitly or implied, which have made the 
analysis easier, but which unfortunately do not in any way reduce the 
difficulty of the problems themselves. For example, no account has 
been taken in this discussion of potential improvements in atomic 
bombs; yet there is convincing published testimony that substantially 
larger and more efficient bombs may be feasible. Little mention has 
been made of the possibility of novel methods of employing atomic 
bombs—methods, for example, that might make use of radioactive 
products with protracted lethal properties. The question of vulnera- 
bility to bacteriological or other organic poisons has been totally 
omitted. In point of fact, such technical possibilities should have a 
determining influence on plans for vulnerability reduction. 

Similarly, the pragmatic political and economic barriers to the for- 
mulation and implementation of protective plans have been almost 
entircly overlooked, as have been the effects such plans would have 
on political and economic life. 

This discussion has been concerned—in each set of assumptions— 
with an era which would begin in the near future and might extend for 
a few years—one or two decades. In the more distant future, it is to 
be hoped that the present highly concentrated spatial pattern of indus- 
trial nations—a most vulnerable arrangement—will be gradually read- 
justed. But unless in some way there is a limitation imposed on atomic 
weapons, any readjustment may well be overcome by increases in the 
number and effectiveness of the atomic bombs in the arsenals of the 
world. 


ECONOMIC ASPECTS OF ATOMIC ENERGY AS A 
SOURCE OF POWER? 


By Sam H. ScHURR 
Cowles Commission for Research in Economics S 


The possible use of fissionable substances as a new and important 
source of energy gives rise to a number of economic questions. This 
paper deals in a very general way with two sets of questions: those 
related to the comparative costs of producing energy from atomic fuels 
and other sources; and those related to the economic consequences 
which might follow the introduction and use of atomic fuels. The dis- 
cussion is built around examples which illustrate each of the questions 
considered. 


I. The Comparative Costs of Power from Atomic and 
Non-atomic Sources 


Energy is developed in the atomic pile in the form of heat. The 
heat produced might possibly be consumed directly in a variety of in- 
dustrial and nonindustrial uses requiring either low- or high-tempera- 
ture heat. In the light of what is known of current research on peace- 
time applications of atomic power, it is probable that the earliest impor- 
tant use of the heat produced in the pile will be in the generation of 
electricity. It is for this reason that such estimates as have been made 
of the.cost of energy from atomic sources have been for the generation 
of electric power. This paper, similarly, is limited to a discussion of 
atomic energy as a source of electric power. 

Electricity is at the present time generally produced most cheaply in 
large hydroelectric developments.” One important factor to notice in 
connection with water power is that it exists only where natural con- 
‘ditions permit, and that it is not considered economically feasible to 
transmit the electricity produced beyond a radius of about three 
hundred miles.* The cost of electricity based on a fuel such as coal is 
generally higher than for hydroelectric power, but such fuels are very 
widely used because they can be transported to the power station, 
wherever located. The transportation of ordinary fuels is, however, 
costly; for example, each two hundred miles of coal transportation by 
rail adds about one mill per kilowatt-hour to the cost of electricity so 

1 The author wishes to express his thanks to Jacob Marschak and Edward Boorstein for 
their many helpful suggestions which have been incorporated in this paper. 

* For data supporting this generalization see Lincoln Gordon, “Power and Fuels” in Indus- 
val on and National Resources (National Resources Planning Board, December, 


*J. P. Watson, “Potential Waterpower in the United States” in Energy Resources and 
-National Policy (National Resources Committee, January, 1939). 
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that generating costs in a power station located four hundred miles 
from a coal mine might be greater by about 30 per cent than in a 
station at the mine mouth, as a result of the cost of coal shipment on 
railroads.* When we consider that one pound of atomic fuel yields 
about as much energy as two and a half million pounds of coal it is 
clear that, by ordinary standards, the cost of transporting atomic 
fuel will be infinitesimal. As a result nuclear power costs will for similar 
plants be fairly uniform throughout the world. 

What, then, are the costs of producing atomic power? The most 
authoritative publicly available estimate of costs is that derived by a 
group working at Oak Ridge under the direction of Dr. C. A. Thomas,’ 
Vice-President of the Monsanto Chemical Company. According to this 
study a power plant based on atomic fuel could generate electricity 
at a cost of about eight mills per kilowatt-hour, if operated at 100 per 
cent of capacity. Because of the nature of their demand, power stations 
normally operate at no more than about 50 per cent of capacity; we _ 
have, therefore, reconstructed the Thomas figure on the basis of opera- 
tions at 50 per cent of capacity, and have derived an estimated cost 
of about ten mills per kilowatt-hour. 

A lower cost for atomic power was derived by a group working under 
the direction of Professor Condliffe at the University of California.° 
They estimated that the same general type of plant as was assumed 
by the Thomas group might produce electricity for as little as four 
mills per kilowatt-hour, operating at about 45 per cent.of capacity. This 
compares with a cost of about ten mills in the Thomas report. 

Both estimates are surrounded by a wide area of uncertainty be- 
cause the future cost both of constructing atomic plants and producing 
fissionable materials can be estimated only within broad limits. Despite 
the uncertainties, it is possible to isolate one factor which may account 
for at least part of the difference between them. Thus, the estimate of 
the Thomas group is for a plant with a capacity of 75,000 kilowatts, 
while the California estimate is for a plant of 500,000 kilowatts. The 
California study indicates that a large part of the investment in an 
atomic power plant would be for special instruments and controls, and 
that their costs would not vary in the same proportion as size of plant. 
As a result, the larger plant assumed in the California study might be 
expected to produce electricity at a substantially lower cost than the 
smaller plant assumed in the Thomas report. 

*Based on data in I-C.C. Reports, Vol. 69, p. 18; Electrical World, December 2, 1939, 


“Fourth Steam Station Cost Survey”; and John Bauer and Nathaniel Gold, The Electric 
Power Industry (Harper, 1939). 

* Nuclear Power, Scientific Information Transmitted to the United Nations Atomic Energy 
Commission by the United States Representative, Vol. IV, September 5, 1946. 

* «Atomic Energy, Its Future in Power Production,” Chemical Engineering, October, 1946. 
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The two estimates may, therefore, be taken to suggest that the cost 
of generating electricity in atomic power plants may be somewhere 
between four mills and ten mills per kilowatt-hour, or possibly some- 
what beyond this range. Table I summarizes our estimates of electric 


TABLE I 


ESTIMATED Costs OF GENERATING ELECTRICITY IN SELECTED REGIONS OF THE WORLD, 
1937 AND 1947, COMPARED WITH ESTIMATED Costs or ATOMIC POWER 








Average Generating Costsin Cost of Atomic 
Mills per Kilowatt-Hour* Power in Mills 
— per Kilowatt- 
1937 1947 Hour 


Thomas Report 8.0-10.0Þ 
California Report 4.0° 
Argentina 
Coastal regions 9 16.0 
Inland regions 10. 17.0 ~18.0 
China 
Mining regions 6 
Other regions 7 
Great Britain 7.25 
Hungary 9.25 
India 
Mining regions 6 
Other regions 7 
Soviet Union? 
Ural region 6 
5 
6 
7 


At mines 
Near mines or on developed waterways 
Far from mines, accessible by rail 


a In order to place all electricity costs on a comparable technological base, we do not show 
data on actual generating costs since these would be influenced by the condition of the plants 


in operation. Instead we have estimated electric generating costs from the cost of fuel in the ' 


various regions, assuming the same relationship between fuel costs and generating costs as 
would obtain in a modern 100,000 kilowatt plant operating with a 50 per cent load factor. 
(Based on data in Electrical World, December 2, 1939, “Fourth Steam Station Cost Survy,” 
and Bauer and Gold, op. cit.) All coal prices include cost at mine and transportation charges. 
Transport costs from mines to consuming regions estimated from representative railway, 
river, and ocean freight charges. 

b Assuming 75,000 kilowatt plant. Lower cost based on 100 per cent load factor; higher cost 
estimated by us for 50 per cent load factor. 

e Assuming 500,000 kilowatt plant and 45 per cent load factor. 

a Dan, on mining costs could not be found for this region; hence United States mine price 
was used. 

e Coa] plants only. Generating costs estimated on basis of standard relationship described 
in footnote a. Earlier figures relate to 1938 and are based on dataon actual fuel costs for plants 
in operation in that year. Figures for 1947 are preliminary estimates derived by us from 
general information on current coal prices and freight rates. 


generating costs for selected regions in 1937, a prewar normal year, 
and 1947, in those cases where data are available. The regions have 
been chosen to represent varying patterns of energy resources occur- 
rence and use. ‘ 

For every region covered the costs of electricity are within or above 
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the range of atomic power costs we use. This could be taken to indicate 
that atomic plants of a size assumed in the California study could pro- 
duce electricity more cheaply than some of the power stations currently 
in operation in all countries. However, such stations would probably 
be so large that few, if any, locations could absorb the electricity pro- 
duced, considering the feasible limits of transmission. For example, a 
500,000 kilowatt plant, which is the size assumed in the California 
study, produces enough electricity to satisfy an industrialized region of 
about one million population. As estimated coal-electricity costs ap- 
proach the upper limit of the range of atomic costs, ot go beyond it, 
this qualification becomes less important, for this can be taken to indi- 
cate that even more moderately-sized atomic power plants might 
produce electricity more cheaply than coal plants. 

The highest and lowest level of generating costs in the countries 
covered in Table I are for Argentina and the United States respectively. 
This is to be expected since Aigeuliua is an outstanding example of a 
country poor in energy resources which must import fuel from ex- 
tremely distant sources of supply, while the United States is an out- 
standing example of a country with abundant fuel resources. Neverthe- 
less, even in the United States costs approach the upper limit of the 
range of atomic costs in certain parts of Minnesota, South Dakota, and 
Wisconsin. Costs throughout Argentina in 1937 were in the neigħbor- / 
hood of the upper end of the range of atomic costs; currently, costs 
throughout Argentina are considerably beyond the highest estimate 
of atomic costs, as a result of the world-wide shortage of coal and 
shipping. If postwar normal electricity generating costs in Argentina 
are somewhere between costs in 1937 and 1947, the savings which might . 
be possible through the use of atomic energy appear to be considerable. 

Other regions with generating costs approaching the upper end of 
the range of atomic costs and therefore exemplifying places where , 
atomic power may be economically feasible, are Hungary and areas 
remote from coal mines in India and China. Hungary uses domesti- 
cally-mined fuel for the generation of electricity and the high costs are 
explained by the fact that the fuel is poor in quality and costly to mine. 
In China and India the level of electric generating costs in regions re- 
mote from energy resources is relatively high as a result of coal trans- 
portation; the highest costs in India are above those in China because 
mines are more highly localized in India. 

The position of Great Britain differs from that of the other regions 
covered. It has traditionally been an important producer and exporter 
of coal, and there are few regions in that country remote from sources 
of energy. This condition was reflected in moderate costs of electricity 
as shown in Table I for 1937. However, generating costs are con- 


102 AMERICAN ECONOMIC ASSOCIATION a 


siderably higher in 1947 than they were in 1937 as a result of increases 
in the costs of mining coal between the two years. In part these in- 


creases have resulted from temporary dislocations brought on by the. 


war; in part, there has been a long-run tendency towards increasing 
costs in the British coal industry as a result of an insufficient degree of 
mechanization and modernization of coal mines to counteract the de- 
cline in the grade of coal resources. Whether coal costs will fall in the 
future, and by how much, will depend on the success the British have 
in carrying through modernization of their coal industry; if they do 
not experience a high degree of success, atomic energy may prove to 
be a cheaper source of electricity than coal. 

The Ural region of the Soviet Union typifies still another situation. 
The cost of generating electricity in this region is estimated at a level 
about midway between the two estimates of atomic costs, which 
“suggests that the use of atomic power may be of questionable economic 
benefit. The relatively low level of costs results from the current use 
of locally mined coal and lignite for electric power generation.” There 
is evidence, however, that any substantial expansion of electrification in 
this region would require that coal be sent from other parts of the 
Soviet Union. We estimate that such additional amounts of electricity 
would cost between nine and nine and a half mills per kilowatt-hour— 
a level not far below the upper end of the range of atomic costs. Atomic 
energy might provide the additional power at a lower cost. 

Before concluding the analysis of the comparative costs of power 
from atomic and non-atomic sources, two additional factors which 
might favor the position of atomic power should be considered. The 


estimates of atomic power costs are for a technology on the threshold - 


of development. Great declines in cost may be possible in the future as 
a result of advances in techniques of constructing and operating piles, 
and of producing fissionable materials. Electricity based on coal repre- 
sents an established technology which probably will not undergo 
radical change to nearly the same extent. 

The second factor’ to consider is that for such countries as China, 
India, Great Britain, and the Soviet Union, the saving involved in 
introducing atomic energy cannot be assessed merely by comparing the 
current level of costs of producing power from atomic and non-atomic 
sources. To a certain extent expanded electrification in each of these 
countries would require considerable investment of capital in the de- 
velopment of energy resources: England may be able to buy cheaper 

"In addition, as noted in Table I, in the absence of data on actual mining costs in this 
region, we were forced to fall back on estimates based on United States experience. Actual 
costs in the area, therefore, may be higher than the costs we show. Similarly, the estimated 


costs of electricity based on coal shipped from other parts of the Soviet Union may be 
too low. 
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electricity in the future at the cost of large-scale investment in the 
modernization of coal mines; China, India, and the Soviet Union may 
be able to expand electrification through hydroelectric development or 
by the development of new coal mines and the modernization of old © 
ones. Atomic energy, either alone or in conjunction with other energy 
resources, might possibly offer a faster route to expanded electrification 
or one requiring a smaller total investment of capital. 


II. Economic Effects of the Use of Atomic Energy 


On the basis of the comparative costs of producing electricity from 
atomic and non-atomic ‘sources, it appears possible that atomic fuels 
may replace or supplement existing sources of power in some parts of 
the world at an early date. The affected regions will not necessarily be 
areas remote from existing energy resources as can be seen from the 
fact that atomic energy may prove cheaper than coal in a country 
like Great Britain. The figures presented above are, however, purely 
suggestive and it would be incorrect to draw any hard and fast con- 
clusions with respect to specific areas from them. As a result, our 
discussion of the economic effects of the use of atomic energy is not. 
limited to the specific areas for which data are shown above. We con- 
sider, first, the savings which might be involved in replacing fuels 
currently used in the generation of electric power by atomic energy; 
and, second, the unique developmental possibilities opened up by 
atomic power. 

The total saving in an economy such as our own as a result of the 
use of cheaper fuel in electricity generation may be seen from the 
following over-all figures. The amount of fuel consumed in the United 
States in 1942 for the generation of electricity by central stations was 
about 80 million tons of bituminous coal equivalents.” If we assign an 
average value of $6.00 per ton of coal equivalents at the power station, 
we get a total value of about 500 million dollars for fuel consumed by 
the electric utilities. This figure could be increased to include fuel 
consumed by certain industrial establishments in the generation of 
their own power, and it would still come to no more than a fraction of 
1 per cent of our total national income of about 150 billion dollars. Thus, 
if all the fuel currently used in the generation of electric power were’ 
replaced by a fuel which costs nothing, the savings in our economy 
would be very small. The savings per unit of electricity would be 
greater for countries in which fuel costs are higher than in the United 
States, but few of these countries are power-based to anything like 
the same extent as the United States. 


$J. M. Gould, Output and Productivity in the Electric and Gas Utilities (National Bureau 
of Economic Research, 1946), p. 163. 
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Obviously, however, this type of calculation does not provide a 
measure of the full economic effect to be expected from the possible 
cheapening of power through the introduction of atomic energy, nor is it 
_ even a measure of the major economic effect. For the major economic 
importance of the cheapening of power in any part of the world is to 
be found not in the cost-reducing effects, as such, but in the growth in 
economic activities which may result therefrom. In one sense the 
large-scale development of hydroelectric power by the TVA merely 


reduced the cost of power in the Tennessee Valley, but we do not think . 


of this saving as a full measure of the economic effects of TVA, because 
the principal effect of cheap power has been to expand the economic 
life of the region. The domestic demand for electricity has grown as a 
result of cheaper rates, and has brought with it the extended wiring of 
homes, the introduction of new eléctrical appliances in the home and on 
the farm, the proliferation of service activities related to electrification, 
etc. Cheap power also encouraged greater industrialization by making 
new combinations of productive factors economically feasible. The 
industries developed in the first instance as a result of the availability 
` of cheap power have been electroprocess industries which, in turn, 
have served to attract a variety of secondary industries. These develop- 
ments and many more tended to reinforce one another and merge in a 
general process of growth.’ 

Similar developments on a varying scale could occur elsewhere as a 
result of the cheapening of power. The number of areas opened up 
to this kind of development by atomic energy are very much greater 
than with other energy resources because it is not bound to a specific 
site in the manner of water power, nor is it costly to transport in the 
manner of ordinary fuels. Thus, one of the great promises of atomic 
energy lies in the development of regions remote from other energy 
resources. In such cases the important effect is to be sought in the 
pervasive influence of power in the economic development of an entire 
region as in the Tennessee Valley, rather than in the savings involved 
in substituting one source of power for another. 

We must note, too, that our calculation of the over-all savings in- 
volved in the possible cheapening of power obscures the differential 
importance of atomic energy in the development nf spécific industries. 
It is to be expected that in an advanced economy such as our own, 
the impact of atomic power will be felt largely through its effects on 
the important energy-consuming industries. Costs in such industries 
might be reduced substantially either through the use of cheaper power 
in present locations; or through the location of production in new 


? David E. Lilienthal, TVA: Domocracy on the March (Harper, 1944). 
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centers in which atomic fuel is brought to raw materials, which, in the 
past, had to be shipped to fuel for processing; or through a combination 
of the two causes. Examples of industries in which location of produc- 
tion, costs of production, or both could be affected by the advent of 
atomic power include the electroprocess industries such as aluminum, 
ferroalloys, and chlorine; and important heat consuming industries 
such as metal smelting, cement, glass, clay products, and pulp and 
paper. 

To illustrate specifically the type of development which could result 
from the use of atomic power, we consider ‘its possible significance for 
aluminum, an important electroprocess industry. Table IT presents data 
on those components of costs in the production of aluminum which 
might be affected by atomic power. 

Since power accounts for roughly 20 per cent of the cost of pig 
aluminum, it is clear that a substantial reduction in total costs could 
be achieved through reductions in power costs. Because their power 
requirements are so great, aluminum reduction plants have located 
themselves close to sources of cheap power. The plants covered in 
Tahle TI obtain power at an average cost of less than two mills per 
kilowatt-hour from nearby hydroelectric power stations. Atomic power 
plants may be able to match these low costs at some time in the future, 
but it is questionable that they will lower electricity costs even further. 
It may be concluded from this fact that costs in the aluminum in- 
dustry, as presently constituted, probably would not be seriously 
affected by the advent of atomic power. 

However, another extremely important element in aluminum costs 
is the transportation of bauxite and alumina. The Alcoa plants covered 
in Table II derive their aluminum from bauxite mined in Dutch 
Guiana. The bauxite is shipped to an ocean port in the United States 
(in this case Mobile) for the first stage in the reduction process: the 
conversion of bauxite to alumina. If the bauxite is shipped dry, approxi- 
mately 1.7 tons are required per ton of alumina. The alumina produced 
in Mobile is then shipped to plants close to cheap powen for the last 
stage in the production of the metal: the electrolytic reduction from 
alumina to aluminum. Two tons of alumina must travel to these plants 
for each ton of aluminum produced. In total, therefore, the cost of 
transporting 3.4 tons of bauxite from Dutch Guiana to the United 
States and 2 tons of alumina from Mobile to aluminum plants in 
various parts of the country is included in the cost of producing a ton 
of aluminum. 

The transportation of aluminum raw materials which enters into the 
cost of producing aluminum results from the need to bring raw ma- 
terials to cheap power. Under present circumstances, it would be even . 


1 


106 AMERICAN ECONOMIC ASSOCIATION 


more costly to bring power to raw materials since roughly 10 pounds 
-of coal would be required to produce sufficient power for the reduction 
of 1 pound of aluminum, while only 3.4 pounds of bauxite need be 
shipped to power. The relationship between the weight of raw materials 
and the weight of fuels required per ton of aluminum could, however, 
be completely reversed by atomic fuels, one pound of which yields 


TaBe IT 


Costs OF POWER AND TRANSPORTATION OF BAUXITE AND ALUMINA IN THE ESTIMATED 
AVERAGE Postwar Cost oF PIG ALUMINUM IN ALCOA PLANTS® 














Cents per 
Pound of Per cent of 
Pig Total Cost 
Aluminum 
Power for electrolytic reduction of aluminum (9 kilowatt-hours 
per pound of metal) E 1.73 19.6 
Transportation of bauxite and alumina 1.24 14.0 
a. Bauxite, from Dutch Guiana to Mobile, Alabama 0.55 6.2 
b. Alumina from Mobile to electrolytic aluminum plants 0.69 17.8 
Other costs 5.87 66.4 
Total cost 8.84 100.0 





a Source: Adapted from data in “Aluminum Plants and Facilities,” Report of the Surplus 
Property Board to the Congress, September 21, 1945. : 


enough energy to produce 250,000 pounds of aluminum. Thus, 1 pound 
of atomic fuel could be shipped to bauxite instead of shipping close to 
1 million pounds of bauxite to power. 

The size of the cost reductions which might result from bringing 
power closer to aluminum raw materials may be judged from Table IT. 
For example, if aluminum reduction works could be based on cheap 
power at Mobile, a saving of close to 8 per cent in production costs 
would be effected, all other factors being equal; and if an integrated 
aluminum works could be based on cheap power in Dutch Guiana, a 
saving of 14 per cent in costs could result. 

Clearly such a calculation does not provide a basis for undertaking 
the development of aluminum production at new locations; the availa- 
bility of other raw materials, the adequacy of the labor supply, and the 
cost of transportation to possible markets are among the other economic 
factors which would have to be considered. It does, however, illustrate 
the type of economic factors which may come into play in determining 
the aluminum industry’s structure if cheap power can be made availa- 
ble, wherever needed. Perhaps atomic power will reduce power costs at 
Mobile, Dutch Guiana, or other places sufficiently to encourage the 
development of new productive activities. This would result not only 
in a quickening of economic activity in the regions affected but also 
in reductions in the cost of aluminum production which might prove 
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important in awakening new demands for aluminum and its products 
throughout the world. 

In discussing the economic effects of atomic energy, the following 
points have emerged: Measured purely in terms of the savings in- 
volved in substituting atomic fuels for other fuels in the generation of 
electricity, the economic importance of atomic energy does not appear 
to be great. However, this calculation neglects the fact that historically 
the cheapening of power has been of major importance in economic 
growth, a factor which transcends in importance the savings involved 
in the substitution of one fuel for another. In this connection; it was 
noted that the unique mòbility of atomic fuel renders it ideal for the 
purpose of providing cheap powér in regions remote from other energy 
resources. Finally, it was stressed that even in regions with abundant 
fuel resources, atomic energy might have important implications for the 
major energy-consuming industries. Such industries could egperience 
reductions in production costs either through the cheapening of power, 
or, as may be possible with aluminum, through the development of pro- 
duction at new locations in which atomic fuel is brought to raw ma- 
terials which had previously to be shipped to other sites for processing. 
It was suggested that this could have a double-edged importance, 
resulting both in economic expansion in the regions affected and in 
the growth of demand for those products whose costs had been reduced. 


III. Concluding Remarks 


To this point in the discussion we have considered two main topics: 
the cost of producing atomic power, and the economic effects of the 
use of atomic power. Both were discussed on the assumption that 
economic factors would be allowed full sway in determining the manner 
in which this new force will be exploited. However, the enormous mili- 
tary importance of atomic explosives renders the exploitation of atomic 
energy inescapably subject to noneconomic considerations. This is true 
whether there is international control or not. In either case political 
considerations will take precedence over purely economic goals. 

If the nations of the world do not agree on the international con- 
trol of atomic energy, it is likely that an atomic arms race will occur. 
Under such circumstances it is probable that atomic power will result, 
if at all, only as a by- product of the production of atomic explosives. 
The cost of power will in this case be arbitrarily determined and will 
depend on the size of the military subsidy. The choice of areas in which 
atomic power will be made available will be determined by security 
considerations, and might be completely unrelated to the relative 
urgency of the need for power. 

International control of atomic energy could also have serious eco- 
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nomic implications. It is possible that the control plan which governs 
the development of the world atomic energy industry may impose re- 
Strictions with respect to the design of atomic piles as a security 
measure. The existence of this type of institutional rigidity could 
result in higher costs of atomic power than if there were complete free- 
dom of choice with respect to plant design. Furthermore, security con- 
siderations might dictate a severe limitation on the size of the world 
atomic energy industry—and its distribution—in order to minimize 
the dangers from diversion of materials or seizure of plant.%* This 
factor could operate to vitiate, in part, the important possibilities of 
atomic power-in expanding economic life in regions remote from other 
energy resources, and in encouraging new industrial locations through 
the availability of cheap power, wherever needed. Whether, and how 
severely, political forces will limit the economic benefits of atomic 
energy, time alone will tell. 

For example, the Acheson-Lilienthal plan for the international control of atomic energy 
provides that certain plants (producing approximately one-half of the total world output 
of atomic power) shall be designed in such a way that they will not be able to produce new 
fissionable substances. 

™ This consideration has been stressed in certain materials submitted by Mr. Baruch to 
the United Nations Atomic Energy Commission. See, for example, Technological Control 


of Atomic Energy Activities, Scientific Information Transmitted to the United Nations 
Atomic Energy Commission by the United States Representative, Vol. VI, October 14, 1946. 
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DISCUSSION i 


Lewis N. Demsrrz: Mr. Coale’s paper makes it clear that we do not have 
any answers yet to the problem of reducing this country’s vulnerability to 
atomic bombs. Only a start has been made toward mapping out the problem. 

The question whether or not this country should undertake a great defen- 
sive program and if so, what lines the program should follow and how the 
related economic problems should be solved, involves a job of tremendous 
magnitude for the economist. I should like to emphasize also that the whole 
subject will require continuing study for as far into the future as one can 
see. Regardless of what decisions are made in the next year or two——whether 
they lead to the conclusion that a full-scale defensive program should be 
initiated along some particular lines, or to the conclusion that no such program 
should be initiated for the present—in either case the decision will have to 
be under continuing review and subject to change at any time in accordance 
with new developments, One of the most serious dangers to be avoided is the 
danger of becoming too firmly committed to a defense program based on 
1947 or 1948 considerations, and then being attacked in some future year— 
say 1970—when our defensive system is obsolete. 

The problems of defensc against bombing may appear to lie primarily in 
the fields of military science, industrial engineering, and the natural sciences 
rather than the field of economics, and I should like to point out that economic 
questions are more thoroughly involved than might be apparent at first sight. 
For example, let us assume that analysis from the military and technological 
viewpoints has indicated that we must assure a certain continuing supply of 
steel products during any prospective war in order to assure surviving the 
war. We might assure this supply perhaps by building a number of small 
steel plants in widely-scattered locations; or perhaps by building or rebuild- 
ing our large steel plants with such rugged construction that nothing except 
an almost direct hit would seriously affect them; or perhaps by ‘arranging 
for large stock piles of semifinished steel to be stored near every steel consum- 
ing industry; or perhaps by making plans so that, most of the vital steel 
products could in extreme emergency be made out of substitute materials; 
or by some combination of these methods. Assuming that all these methods 
are physically feasible, it is, of course, an economic problem to determine 
which is preferable, considering the extent to which each would call upon 


. abundant or expansible resources, and thus involve a minimum in real cost 


to our economy, or the extent to which scarce resources might be required. 
Thé decision as to which of these methods is to be used will of course be 
intertwined with decisions as to transportation facilities, as to the locations 
of steel consuming industries, and so forth. These decisions in turn are 
dependent not only upon military and technological considerations but also 
upon the relative economic costs that different decisions would involve. Thus, 
the entire plan of defense will have to be developed on the basis of a thoroughly 
intertwined complex of economic and other considerations. The objective 
is a complete co-ordinated plan that will be adequate from a military view- 
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point and for which the total real cost to the economy will be kept within 
reasonable limits. 

In one sense the designing of a plan of defense is an even more difficult 
task than the laying out of an industrial system would be, because the plan 
of defense must not only produce a production system that will work; it 
must also produce a large number of subsidiary production systems each 
consisting of the original system minus some part assumed to be destroyed, 
such that each of these subsidiary systems will also work. 

The costs of a plan of defense might be met largely out of the public 
treasury, or they might be met largely by requiring each enterprise in a 
strategic industry to stand the costs of reducing the vulnerability of its own 
operations, In the latter case, where each company has to adopt less efficient 
production methods or less efficient locations or has extra expenses for plant 
construction or for excess plant maintenance, this would be reflected directly 
in higher costs—meaning higher prices for its products. Regardless of how 
the program is financed, our economic system would have to adjust to a 
lower efficiency of production, which leads to the questions how far this 
could be offset, and the standard of living maintained, by increased efficiency 
in other directions or by more thorough use of our manpower and other 
resources. Thus the economist will be called on to state whether we can 
effectuate a given plan of defense without a reduction in the national standard 
of living that might be intolerable in peacetime. 

A most important question is the extent to which the capital investment 
required by such a plan can be timed in a contracyclical manner so as to 
minimize the real cost, Decisions on timing, however, will have to be based 
largely on noneconomic considerations—such as how long it is considered 
safe to defer a given protective measure for the purpose of reducing its 
economic cost, 

It is clear that all aspects of our national life are liable to be affected by 
this defense problem, and it therefore seems essential that the problem be 
made the ‘subject of widespread intelligent thought and discussion. Some kinds 
of information will, of course, have to be surrounded by a high degree of 
secrecy, but many kinds ought to be widely publicized. One reason is that when 
the time comes to consider the appropriations or other legislative measures 
that would be needed to put any thoroughgoing plan of defense into effect, 
a well-informed public opinion will be needed to back up such measures, or 
possibly to back up their legislators in opposing the adoption of unsound 
or hysterical measures. An even more important reason for publicity, I think, 
is this: the main purpose of any preparedness program is not to prepare for 
war but rather to prevent war, by convincing any potential attackers that 
the United States is prepared to withstand any possible attack. Thus, subject 
to the obvious requirements of security for some kinds of information, there 
will be much room for intelligent public discussion, of kinds in which econo- 
mists should be prepared to take a leading part. 


Purp Sporn: The possibilities of generating electric power by nuclear 
piles more economically than by presently used means warrant a full-scale 
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and thorough investigation to determine the economic aspects of the new 
means at the earliest moment the necessary data for that purpose become 
available. From that standpoint Mr. Schurr’s paper is to be welcomed. Also 
Mr. Schurr’s basic approach of considering the subject on the assumption 
that economic factors would be allowed full play in determining the manner 
and—the addition is mine—the location in which this new force will be 
exploited, can be highly commended. 

But having said this much it is necessary to go further and ask: Are the 
necessary data for making an investigation of the economic aspects of nuclear 
power available? I hardly think so. For what have we actually to guide us 
as a base for such an evaluation? So far as I know.we have but two small 
bits of general information of so approximate a nature as to make difficult its 
classification even as a “guesstimate.” I refer, of course, to the Thomas report 
which is well known,-and to the Condliffe report which is mentioned by Mr. 
Schurr and referred to subsequently as the California Report, which I have 
not had an opportunity to go over. 

‘I'he ‘l'homas report in particular has been widely quoted ót its estimated 
figure of cost of energy at 100 per cent load factor of 8 mills per kilowatt- 
hour. Less widely quoted, in fact hardly mentioned, is this full observation 
concerning a possihle commercial power pile: 

A number of changes in design and operating technique would be necessary. An extensive 
research and development program would be required to solve the problems which will 
arise. These problems appear difficult but not insurmountable. The complete nuclear power 
plant would include not only the pile itself, but all of the auxiliary equipment and installa- 
tions needed to operate a continuous thermal power plant. 

While no such plant has ever been -built or even designed, it is felt probable that a large 
stationary nuclear power plant could be built. Based on prices now current, a plant designed 
along the lines indicated and producing 75,000 kilowatts could be built in a normal locality 
in the eastern United States for approximately $25,000,000. On the assumption that the 
plant would operate at 100 per cent of capacity and that interest charges on the invest- 
ment would be 3 per cent, the operating cost of the plant would be approximately 0.8 cents 
per kilowatt-hour. 

Please note the many qualifying statements in this short, two-paragraph 
quotation from the Thomas report. 

It may be that the California report contains data of a more positive nature 
but I doubt it, again because of the lack of fundamental data. To the best 
of my knowledge the Oak Ridge experimental power pile is somewhere in 
the design or design-completed stage. But it is a safe guess that the first pile 
is not going to be a 75,000 kilowatt pile and that as a thermal plant it will 
leave a great deal to be desired as far as economy and efficiency are concerned. 
That is said in no critical spirit. I am merely giving the designers credit for 
acting on the principle that it is well to learn to walk before starting to run 
a race, But with all this glaring gap in our technological line of knowledge 
and with almost no actual experience on costs, or even engineering cost 
estimates, it seems to me that an economic study becomes almost impossible 
and one is forced back on broad generalization and speculation. That, it 
seems to me, is what the author really has been forced to do in substance 
and perhaps the paper should be discussed from that standpoint. But the 
author has also attempted to take in more territory than that and it may, 
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therefore, be pertinent to point out some of the errors introduced by general- 
ized treatment. 

For example, he makes a statement that energy at the present time is 
generally most cheaply produced in hydroelectric developments. Without 
qualifications such a statement is obviously incorrect. Volumes have been 
written on the competitive cost of hydroelectric energy and steam-electric¢ 
energy and the discussion still continues. Some hydroelectric developments 
have produced very cheap energy, but so have numerous thermal plants. 
Similarly, volumes will probably be written on the subject of the cost of 
atomic energy versus the cost of other forms of energy. We have made a be- 
ginning and the discussion will probably continue just as the discussion of 
hydroelectric energy versus steam-electric energy will continue. Until it is 
possible to get into a specific case with the necessary engineering data on 
costs available, an objective discussion of the economic aspects of atomic 
energy will be out of the question. 

The author appears to assume that an atomic energy plant consists of 
nothing but an atomic pile, although the conception today—I admit that it 
may change as we go along—is that nuclear fuel would merely be substituted 
for the conventional fuel in a boiler where steam will be generated and the 
steam used through steam turbines similar to those in current use. This 
means that an atomic plant cannot be located anywhere. The subject of 
condensing water must be considered. It is true that the gas turbine may 
come into the picture. But where coal is as plentiful and generally cheap as 
in the United States, the gas turbine has been able to find few enthusiastic 
backers, 

In Table I there are given some figures on the cost of steam power in 
various sections of the world compared with the cost of atomic power, the 
latter being estimated both on the basis of the Thomas report and on the 
basis of the California report. The Thomas report actually does not go into 
details of arriving at a figure of 8 mills but with the knowledge that a nuclear 
pilot plant has been estimated at a cost of $333 per kilowatt, and that interest 
charges on investment have been calculated at 3 per cent, a reasonable break- 
down can be constructed. Carrying out such a calculation I arrive at a figure 
of cost of energy at 50 per cent load factor of 12.8 mills instead of 10 mills 
used by Mr. Schurr. The California figure is based on a 45 per cent load 
factor operation. Unless the Thomas figures for capital cost are totally out 
of line it seems hard to visualize how a figure of 4 mills could be developed. 
However, leaving these figures with no more than this comment, I should 
like to make this observation about the remainder of the figures in Table I. 


As to the figures for foreign countries, I wonder how authentic they are, ` 


how up to date they are, and what kind of technical performance on the 
exisiting power facilities they represent? My point is: If they represent, as I am 
sure in many cases they are bound to—and I base this on knowledge gathered 
by personal observation in some of the foreign countries—performance of 
plants technically obsolete by modern standards, there is not any point in 
comparing them with performance expected out of a nuclear plant, the 
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physics of which has just barely been born and the technology of which has 
not begun to be developed. 

As to the American figures, I can speak with more authority and ake this 
observation that while the level of values used in Table I is somewhere near 
right, the figures are sufficiently off to cause one to pause before making any 
rigorous comparisons with figures on nuclear energy. For example, the cost 
of energy at the mouth-of-mine is given in Table I by the figures 5.75 to 
6.75 mills per kilowatt-hour. Using a cost per kilowatt figure of $120 and 
again the figure of interest of 3 per cent, with corresponding figures for - 
depreciation, taxes, and maintenance utilized in the breakdown of the Thomas 
figures, and using a cost of fuel of 1214 cents per million B.T.U. (about 
$3.50 a ton for high grade coal) and a thermal performance of 10,000 B.T.U. 
per kilowatt-hour, I arrive at a figure of total cost at 100 per cent load factor 
of 3.22 mills per kilowatt-hour and at 50 per cent load factor of 5.89 mills. 
I do not comment at this point upon the qualifications that have to be made 
with regard to the practicality of operating any plant at either of those two 
load factors but nevertheless the basis of calculation is the same as that used 
in the breakdown of the Thomas figures. With the cost of coal at $7 (26 
cents per million B.T.U.) and the cost of a power plant at $133 per kilowatt, 
` J arrive at a figure for 100 per cent and 50 per cent. load factor respectively 
of 5.12 and 7.14 mills per kilowatt-hour. These are not so very far apart 
from figures given in Table I but it seems to me that a ratio of 8.0 to 3.22 
is an entirely different affair from a ratio of 8.0 to 6.75. 

The whole trouble with the figures is that we are attempting to compare 
fairly precise figures that are determinable with engineering accuracy on 
ordinary fuel burning plants with figures arrived at on the basis of very 
broad estimates for nuclear plants where we not only have almost no knowl- 
edge on cost of capital facilities but no really reliable figures on the cost 
of the nuclear fuel itself. And again to point up what I have already stated 
I think we are going to arrive at bad concepts of what the relative economics 
of competitive factors are if we merely compare expected performance of 
nuclear plants with the average performance as it. exists in the United States 
today. Thus the average performance of thermal plants in the United States 
in the year 1945 showed a figure for fuel requirements of 16,900 (1.3 kilo- 
watt-hour) B.T.U. per kilowatt-hour of electric energy. This represents a 
thermal efficiency of 20.2 per cent. The most efficient straight steam-electric 
plant in the United States is the Twin Branch Station, with which the dis- 
cussor has been associated both in design and operation. This plant operates 
with a performance of 10,200 B.T.U. per kilowatt-hour, or an efficiency of 
33.13 per cent. However, the discussor also has just completed the design of 
two new stations, one to be located in Indiana and another to be located in 
West Virginia, each of which will show a thermal performance of 9,250 
B.T.U. or a thermal efficiency of 36.9 per cent. This is almost double the 
thermal efficiency of the average performance for the year 1945 in the 
United States. Because a nuclear power plant, when and if it becomes techno- 
logically feasible, will not only utilize if not a weightless at least a freightless 
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fuel, at the expense, however, of a much higher capital cost, it is particularly 
important not to treat this phase of the problem too broadly, For while a 
thermal power plant using nuclear fuel will be affected to some degree by the 
efficiency of the thermal cycle, such effect will be minor relative to the effect 
improved thermal performance will have on a power plant using more con- 
ventional fuels, This I am sure needs no further elaboration but does need 
stressing. 

I have gone into all this detail in order to bring home this ait more effec- 
tively. If we are not going to go astray in our discussions of the economics 
of nuclear energy, it is necessary to compare new technology with new tech- 
nology and, therefore, nuclear plants which may represent the latest tech- 
nology should under no circumstance be compared with anything but the best 
that can be obtained with existing technology. But todo that it will be 
necessary that we first get more reliable information on the investment and 


probable operating costs of nuclear plants. This appears to me to be caret 


until the technology of such plants is further developed. 

Even. though I find a number of points on which to differ, I “shall not, 
because of jack of time, attempt to go into a detailed discussion of the second 
phase of the author’s paper treated under the heading of “Economic Effects of 


the Use of Atomic Energy.” I would, however, like to make one observation , 


on the treatment of the possibilities that nuclear energy might open up to 
produce aluminum where the bauxite is mined. I very much question whether 
the minor gains in the saving of transportation costs would be enough to 
swing a decision to locate an appreciable percentage of the aluminum capacity 
required by the United States, say, to Dutch Guiana, if we consider the 
security angle and the increased jeopardy to such security that such a move 
might entail. 

In all of this I hope I have not given the i impression that I undervalue the 
possibilities of nuclear energy and its development in the future. If nuclear 
energy will give us more economical power than we can obtain by the use of our 
hydroelectric resources and particularly our fuel resources, then it certainly 
should be developed, although obviously it will find application first in loca- 
tions and in countries that are not so richly endowed as we are with economical 
normal fuel resources. The possibilities that nuclear energy appears to offer 
are unquestionably pregnant with the greatest economic significance and those 
possibilities need to be explored and developed, particularly since it now 
appears that the most fruitful peacetime application will be in the field of 
electric power generation. But until we have built the pilot plant at Oak 
Ridge and perhaps another one after that, and perhaps one plant of a 
capacity say somewhere between 40,000 and 100,000 kilowatt rating, I am 
fearful that we will not have the knowledge necessary to carry out an effective 
economic study of nuclear energy for use in electric power generation and any 
such study carried out before then is bound to be more or less a speculation, 

Finally I want to underscore the author’s concluding remarks; i.e., that 
the enormous military importance of atomic explosives renders the exploita- 
tion of atomic energy inescapably subject to noneconomic considerations and 
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unless full and effective international control is developed political and 
national security considerations will take precedence over purely economic 
goals. Perhaps even as the author states, these considerations will become 
dominant even though we have international control. ^ 
One more point that might be appropriately made here. Except in the 
United States of America, there is a world-wide. shortage of electric power. 
In the United States we are more fortunate, perhaps because of greater fore- 
sight or the better job that we did in balancing our production during the war, 
or merely because our electric power industry was more fully developed. 
Throughout the world, however, programs for expanding electric power facili- 
ties are going on. In the United States, for example, generation facilities are 
being expanded by some 7,000,000 kilowatt of capacity. So far as I know 
none of those entrusted with the responsibilities of supplying their respective 
countries with adequate power resources, whether in the United States, Great 
Britain, France, Switzerland, or Russia, to name only a few of the countries, 
is retarding a developmental program based upon using existing energy sources 
-in order to take advantage of the proposed newer methods of generation by 
nuclear energy. It is to be hoped that, while keeping their eyes and minds 
_ open and on the alert and where possible co-operating in the development 
of more economical sources of energy, if such seems attainable, they will 
still not neglect their responsibilities for keeping the economic systems of their 
respective countries from suffering under the crippling handicap that results 
when adequate supplies of electric energy are unavailable. To paraphrase 
Voltaire, “We must continue to cultivate our garden with the tools we have 
today.” 


A 

Sam H. Scuurr: There can be no disagreement with Mr. Sporn’s point 
that the data on the costs of atomic power are not precise and must remain 
more or less vague until such time as atomic power plants are constructed. 
The essential difference between us seems to be that Mr. Sporn believes that 
the lack of precision in our knowledge renders economic analysis impossible 
at this stage, while I feel that analysis can and does result in the clarification ` 
of several important points. 

Thus it seems to me relatively unimportant that the limits of the estimated 
range of atomic costs may have been incorrectly placed at 4 mills and 10 
mills, and that the upper limit of the range should perhaps be 12.8 mills. 
For I conceive that the important point with respect to current estimates of 
the cost of atomic power is that they are in the neighborhood of coal-steam- 
electricity costs in various parts of the world. It appears, therefore, that even 
though we cannot calculate exact figures on atomic costs, we can nevertheless 
state that atomic energy will provide a fairly cheap source of power in certain 
places, judged by conventional standards. It seems to me that this information 
is of great importance when coupled with the known fact that atomic fuel 
is practically weightless and can, therefore, be brought to any region of the 
world at infinitesimal transportation costs. 

Apart from this basic disagreement, Mr. Sporn has criticized the analysis 
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on the grounds that it does not compare atomic costs with costs based on the 
best modern coal-steam plant technology. He states that, particularly for 
foreign countries, our coal-electricity costs may be based on plants technologi- 
cally obsolete by the: latest standards, This is not so; see footnote @ of our 
Table I. 

The nature of the performance of the assumed plant on which all of our 
estimates of the cost of coal-steam electricity are based may be judged from 
the figures used by Mr. Sporn. To test the accuracy of our estimated costs for 
the United States, he has derived electricity costs based-on coal prices com- 
parable to the prices used by us, for a plant with a thermal performance of 
10,000 B.T.U. per kilowatt-hour—a performance somewhat better than the 
Twin Branch Station which Mr. Sporn considers the most efficient steam- 
electric plant in the United States. He finds, on this basis, that our figures are 
“somewhere near right.” To cite a specific example: for power. stations at the 
mine mouth, he derives a kilowatt-hour cost of 5.89 mills, while in Table I we 
show a range of 5.75-6.75 mills. I consider the two estimates sufficiently close. 
to justify the statement that our estimates of coal-steam costs are based on, 
an assumed plant which represents the best modern practice in the United 
States. Let me stress again that this plant has been used by us to estimate 
electricity costs in all regions included in Table I, and that the difference in 
coal-electricity costs shown in that table are due entirely to variations in the 
cost of coal in the several regions covered. 

I believe part of the difference between Mr. Sporn and myself is that 
from his standpoint the difference between 5.89 mills on the one hand and the 
range of 5.75-6.75 mills on the other is significant. Possibly decisions with 
respect to contracts for the construction of steam power plants have been made 
on margins as narrow as this. This analysis is, however, not designed to yield 
results of sufficient precision to serve as a basis for investment decisions (an 
undertaking which would, in any case, be somewhat premature with respect 
to atomic power). Rather its purpose is to provide a perspective for the 
judgment of the possible economic importance of atomic energy in various 
parts of the world. For that purpose small differences in cost are of consider- 
ably less importance, for they are lost in the rather broad range of coal- 
electricity costs in the world as a whole. 

_ As information on atomic costs becomes more precise, it is to be hoped that 
analyses of the economic importance of atomic power will be brought into 
sharper focus. I believe, however, that even on the basis of information cur- 
rently available sensible economic judgments can be made. 


Jacos MarscHax: The secular trends favoring or impéding the development 
of electricity based on fission must be considered on the supply; (or cost) 
and on the demand side separately. 

The supply price of atomic power relative to the supply price of power 
from coal and waterfalls will depend on: (1) the trend of price of coal in 
old industrial areas (Britain) due to exhaustion of better mines and to in- 
creased adverse mobility of mining labor; (2) the relative speed of technical 
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improvement in nuclear fission and its auxiliary processes on the one hand, 
and the utilization of coal (including recent attempts at coal gasification), oil 
(growing use in locomotives), and water power (increasing transmission dis- 
tances) on the other. 

The demand for atomic power will depend on: (1) improvements in 
electric furnaces and kilns; (2) the speed of exhaustion of easily reducible - 
higher-grade ores, especially near world’s industrial markets or water power 
(United States, Scandinavia); (3) the speed of developing—by loans and 
policing measures—of remote centers of demand ‘for electricity: ore deposits 
(South. Africa, South America, Siberia), old settlements (interior China,, 
India), new settlements (airfields, new harbors and irrigation projects)—the} 
“developing” being understood to cover not only the building of mills, houses, 
and highways but also education, and especially satisfactory policing from 
the point of view of the interested political power. 

The economic effect on the United States would be mostly an bdie one, 
through the competition of and added exports (of goods, services, and per- 
sonnel) to new development areas of the globe rather than through any . 
significant cheapening of electricity at home. 

The connection between ‘atomic economics and world politics is thus due 
not only to the technical relation between atomic energy and weapons but 
also due to the role that atomic energy may play in the different speed of 
development in various areas (especially in the backward areas), 
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ORIGIN AND GROWTH OF THE NATIONAL DEBT IN 
WESTERN EUROPE 


By EARL J. HAMILTON 
Northwestern University 


_ I 

A national debt is one of the few important economic phenomena 
without roots in the Ancient World. The accumulation, of treasure in 
peacetime, arbitrary sequestration of resources in wartime, and extraor- 
dinary taxes in times of emergency precluded significant public in- 
debtedness by the great powers of classical antiquity. Because of weak 
central governments, uncertain rules of succession, a virtual lack of 
public services, and feudal support of military operations, national 
debts were neither necessary nor possible in the early Middle Ages. 
The nascent states of Western Europe began to borrow by the middle of 
the thirteenth century, and modern methods of issuing and transferring 
public obligations arose even earlier in the Italian city states.* But 
owing to the scarcity of liquid capital, the canonical and civil opposi- 
tion to interest upon loans, and the instability of central governments, 
the sums borrowed were never large. The debts were usually guaran- 
teed by pledges of jewelry, specific revenues, or real property; and 
almost invariably they were regarded as personal obligations of the 
reigning sovereign. The prevalent tendency for monarchs to default 


upon the debts of their predecessors prevented continuity or accumula- . 


tion. Hence the present paper will begin with the modern era. Owing to 
the rigid time limit, the discussion will be confined to England, a leader 
in solvency and technique, and France, the country that has been most 
violently disturbed by its national debt. 

Years of patient and skillful research by economic historians must 
be spent on the contemporaneous records of the French treasury be- 
fore one can estimate satisfactorily for any date prior to Waterloo the 
principal of the French national debt, the net yield to the government 
of the obligations outstanding, the annual interest due, or the interest 
actually paid. Moreover, a great deal of spade work will be required to 
eliminate errors in these estimates for the nineteenth and twentieth 
centuries. The practice of borrowing upon funds derived from different 
localities, tax farmers, tax receivers, and classes of imposts complicates 
the problem. The irregular termination of life and term annuities, inter- 
mittent operations of the sinking fund, and arbitrary reductions of 


1 Luigi Cibrario, Della Economia Politica del Medio Evo (Turin, 1829), pp. 530-538. 
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principal and interest on a sliding scale are difficult to follow. The large 
floating debt resulting from arrearages in salary and interest payments 
and from purchases of supplies on credit from numerous and scattered 
contractors are also stumbling blocks. Data needed to understand the 
significance of the French debt such as changes in national income, 
annual revenues of the central government, indebtedness of local gov- 
ernments, commodity prices, population, and wealth are pathetically 
inadequate. Small wonder that wide margins often separate the esti- 
mates of even the best informed contemporaries, upon whom one in- 
terested in the history of the French national debt has to rely.’ 


II w 


Philip the Fair (1285-1314) raised funds by borrowing as well as 
by debasing the coinage, and Henry IV (1589-1610) recognized that 
the Crown owed debts contracted before 1375;* but the sums were 
negligible. For practical purposes the national debt began in the reign 
of Francis I. Following the loss of Milan, the key to northern Italy, 
on September 15, 1522, Francis I borrowed 200,000 francs, then called 
livres tournois, at 1214 per cent from the merchants of Paris, to in- 
tensify the war against Charles V. Administered by the city govern- 
ment, this loan inaugurated the famous series of bonds based on reve- 
nues from the capital and known as rentes sur VHôtel de Ville. Again 
at war, Francis I borrowed 300,000 francs in 1536-37, and 225,000 in 
1543, from Parisian businessmen at 814 per cent, bringing the total 
loans raised at Paris to 725,000 francs. Francis I also obtained ad- 
vances from other cities, but the amount is not known. Henry II 
(1547-59) borrowed 41⁄4 million francs at Paris and very large sums 
from other parts of the kingdom. In 1560 Catherine de Medici, Regent 
for Charles EX, informed the nobles that the Crown owed 42 million 
francs; and this figure has seemed reasonable to historians. Catherine 
attempted’ to amortize the alarming debt, but internal disorder frus- - 
trated her plan. Since wars against Philip II and the Huguenots proved 
far more expensive than the conflicts with Charles V, the public debt 
rose to 100 million francs by 1576 and to 300 million, of which 157 
million were funded, by 1595. The following year Sully suspended in- 
terest payments and extinguished claims that creditors could not 
establish beyond a reasonable doubt. This initiated a long series of 

?For example, Fromenteau, who was commissioned by the Estates General in 1576 
and 1580 to ascertain the royal income by examining the records of the Chamber of 
Accounts, the Comptroller, and the tax farmers, stated that the revenues of Louis XII aver- 
aged 13,440,000 livres. Sully, the great Finance Minister in the succeeding reign, said that the 
annual revenues of Louis XII amounted to only 7,650,000 livres. [Charles Dutot], 
Réflexions Politiques sur les Finances et le Commerce (The Hague, 1738), Vol. I, pp. 


358-361. 
"A. Vithrer, Histoire de la Dette Publique en France (Paris, 1886), Vol. I, pp. 1-9. 
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partial defaults by the French Crown. Fearing that the load was still ` 


unbearable, in 1604 Sully annulled certain debts, scaled down others, 
and lowered the interest on the remainder to 514, 5, and 4 per cent, 
according to the nature of the obligation. But we lack reliable estimates 
of the reduction in interest or principal. Parsimonious in expenditures 
and skillful in raising revenue, Sully was forced to borrow on only 
three occasions; and the total advances did not exceed 2 million 
francs.* 

In 1605-14 interest on the debt was paid promptly, but after 1615 
endless delays and favoritism arose. Without stiff fees to lobbyists, 
many creditors lacking political influence could not collect their interest 
at all. The Crown arbitrarily reduced the interest on the bonds based 
upon the aides by 25 per cent and on those based upon the general re- 
ceipts by 50 per cent. Civil disturbances during the minority of Louis 
XIII (1610-43) and the perpetual wars and power politics through 
which Richelieu gave France the dominant position in Europe raised 
expenditures enormously. Absorbed in external affairs, the Cardinal 
paid little attention to public finance; ‘and the French never would 
have supported his costly ventures through taxation. Consequently the 
public debt rose to about 600 million francs by 1642, despite repeated 
partial repudiation of the interest and principal. The annual service 
charge absorbed some 45 million of the approximately 80 million francs 
of public revenue. At the beginning of the reign of Louis XIV (1643- 
1715) the debt was forcibly scaled down to approximately 250 million 
‘francs, or by considerably more than half; and the interest was reduced 
to 4 per cent. Yet the bondholders were influential enough, and the 
service charge remained high enough, for the Parlement and the royal 
party to fight bitterly over the privilege of paying it in order to win 
popular favor during the civil war in 1648 and 1652.° 

The civil war during the minority of Louis XIV and the continuation 
of the Thirty Years’ War by France and Spain until 1659 raised the 
interest on the public debt to about 30 million francs a year by 1661, in 
spite of several partial defaults under Mazarin. Since the service charge 
absorbed funds which Colbert needed to promote economic develop- 
ment, he regarded a public debt as a curse. Furthermore, he looked 


‘Charles Turgeon, “Les Idées Economiques de Sully,” Revue d’Histoire Economique 
et Sociale, Vol. XI (1923), pp. 249-250; A. Viihrer, of. cit., Vol. I, pp. 15-50; [Antoine 
Monthyon], Particularités et Observations sur les Ministres des Finances de France les 
Plus Célébves depuis 1660 jusqu’en 1791 (Paris, 1812), pp. 15-18; Sir James Steuart, 
Inquiry into the Principles of Political Oeconomy (London, 1767), Vol, IL, p. 377; 
[Francois Forbonnais], Recherches et Considérations sur les Finances de France depuis 
PAnnée 1595 jusqu’a l'Année 1721 (Basel, 1758), Vol. I, pp. 60-67. 

£ Germain Martin, Histoire du Crédit en France sous le Règne de Louis XIV (Paris, 
1913), pp. 26 ff.; A. Viihrer, op. cit., Vol. I, pp. 53 ff; Sir James Steuart, op. cit., Vol. 
TI, pp. 372-376. - 
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upon idle rentiers as parasites? easily incitable to insurrection. Hence 
Colbert drastically reduced the principal and interest of the debt in 
1661 and 1664. The evidence is not clear, but apparently the bank- 
ruptcy decreased the service charge by roughly two-thirds. Colbert 
applied the surplus resulting from almost a decade of financial reforms 
and from careful administration to a further reduction of the debt, 
but the war against the Dutch in 1672-78 forced him to resort to loans. 
Owing to the declaration of partial bankruptcy at the beginning of his 
administration, Colbert failed to obtain funds at 5.5 per cent upon the 
outbreak of war with Holland. After the first successful war loan, 
which bore 6.25 per cent interest, he had to concede 7.3 per cent; and 
before the end of the conflict it was extremely difficult to obtain funds 
even at this usurious rate. But owing to courageous taxation and rigid 
control over civil expenditures, Colbert needed to borrow very little. At 
the close of the war in 1678 the debt stood at 157 million francs and 
the interest at 10,470,000 francs. Peace restored the public credit so 
quickly that in 1678-80 Colbert was able to refund the obligations by 
selling 7 million francs of 5 per cent rentes and 1 million of 5.5 per 
cents, thus reducing interest on the national debt to 8 million francs, 
or only one-fifteenth of the public revenue, in the wake of one of the 
worst wars in French history. Upon the death of Colbert, in 1683, the 
service charge remained at this low figure.’ 

A war with Spain in 1683-84 added 60 million francs to the public 
debt, and in 1684 the Crown borrowed 10 million francs to subsidize 
public granaries. This was one of the few obligations incurred in 
France before 1840 for nonmilitary purposes. The War of the League 
of Augsburg in 1688-97 increased the debt by 200 million francs, or 
almost 90 per cent. Since the interest on the new bonds ranged from 
5.5 per cent in the beginning to 8.33 per cent at the end, the service 
charge more than doubled. But the bonds bearing 7.3 and 8.33 per 
cent interest were refunded the following year at 5 per cent, without 
serious objections from the bondholders. The War of the Spanish Suc- 
cession, in 1702-13, was by far the costliest of all the conflicts in which 
Louis XIV engaged. Consequently the total debt, funded and unfunded, 
rose about sevenfold. Unable to secure adequate funds by taxation or 
loans, Louis XIV began to issue government paper money by 1707; and 


° Both Montesquieu and David Hume severely condemned public debts because of their 
tendency to increase idleness. Cf. Georg Schanz, “Öffentliches Schuldenwesen,” in Die 
Entwicklung der deutschen Volkswirtschaftslehre im neunzehnten Jahrhundert, Essays in 
Honor of Gustav Schmoller (Leipzig, 1908), Vol. II, p. 5. 

"Henri Sée, Histoire Economique de la France (Paris, 1929), p. 159; A. Vihrer, 
op. cit., pp. 64, 84-85, 91-104, 112-113; Germain Martin, op. cit., pp. 83 ff.; Charles W. 
Cole, Colbert and a Century of French Mercantilism (New York, 1939), Vol. I, pp. 307, 
312; Lettres, Instructions et Mémcires de Colbert, Edited by Pierre Clément, Vol. IT (Paris, 
1863), pp. 57-59; Vol, VIL (Paris, 1873 ed.), pp. 224-225, 400-402. 
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at the close of the war about 800 million francs of depreciated paper 
currency were in circulation. When the Treaty of Utrecht was signed, 
the interest payments were two years in arrears; and the national debt 
amounted to approximately 3 billion francs, equivalent to almost eight- 
een years of royal revenues. Desmarets refunded the obligations at 4 
per cent and cut the principal of the debt incurred before 1680 and 
after 1702 by from 25 to 50 per cent. But everyone realized that the 
French taxpayer would not bear the remaining burden. Hence in 1715 
the Duke of Orleans, Regent for Louis XV, forcibly reduced the funded 
debt to approximately 1,700 million francs and arbitrarily slashed the 
paper money to 250 million francs.® 

The second default in two years intensified the commercial crisis 
which followed the long War of the Spanish Succession. The huge 
funded debt, the depreciated paper currency, and the acute com- 
mercial crisis were largely responsible for France’s acceptance of 
John Law’s scheme‘and the Mississippi Bubble. The first capital error 
made by Law was his inflation of the bank-note circulation beginning 
in October, 1719, in order to refund the entire national debt at 3 per 
cent. After the liquidation of Law’s System in 1721-22 the national 
debt was fixed at 1,700 million francs, almost precisely where it stood 
in May, 1716, when Law’s operations commenced. But owing to Law’s 
cheap money policy, the service charge had fallen. It seems that no 
great change in thé public debt occurred from 1721 to the outbreak of 
the War of the Austrian Succession in 1740. It was during this long 
period of peace, with a low and relatively stable debt, that Jean Francois 
Melon wrote his often-quoted and extremely influential declaration 
that “debts of a state are debts from the right hand to the left, by 
which the body is not weakened if it has the necessary nourishment 
and knows how to distribute it.’ 

By the close of the Seven Years’ War in 1763, the funded debt had 
risen to 1,960 million francs; and the unfunded debt bearing no interest 
amounted to 400 million francs, To meet this heavy obligation, a royal 
declaration of November 21, 1763, provided for a survey of real prop- 
erty with a view to taxing it impartially. The plan to tax the privileged 
classes cost the Finance Minister his post. The following year a sinking 
fund was established in an effort to amortize the debt. But the govern- 
ment actually increased it by 115 million francs in the next five years. 

® [Nicolas Desmarets], Mémoire de M. Desmarets sur Administration des Finances, 
N. p., N. d., pp. 4-52; A. Viihrer, op. cit., Vol. I, pp. 129-139; Sir James Steuart, of. cit, 
Vol. II, pp. 358- 359; [Charles Dutot], op. cit., Vol. I, pp. 92 ff.; Henri Sée, op. cit., pp. 
160-163, Politique sur le Commerce (Paris, 1736 ed. ), p. 296; Henri Sée, op. cit., pp. 
166-167; A. Viihrer, op. cit., Vol. I, pp. 180-181; Earl 7 Hamilton, “Prices and Wages 


in Southern France under John Law’s System,” Economic History Supplement to the 
Economic Journal, Vol. III, pp. 451-452. 
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In his letter of August 24, 1774, accepting the appointment as Con- 
trôleur Général des Finances, Turgot urged Louis XV “to bring ex- 
penditures below the revenues and sufficiently below them to provide 
20 million francs a year to repay outstanding debts. Without this, the 
first cannon shot will force the state into bankruptcy.” Unfortunately, 
this recommendation yielded no results; and in July, 1775, the sinking 
fund was abolished. In spite of a forcible reduction of the interest to 
2.5 per cent on a portion of the debt and to 4 per cent on the remainder 
(in 1770), the financial statement drawn up by Turgot shortly after he 
became Contréleur Général showed that the service charge had risen 
. to 120 million francs, or by almost one-third in eleven years of peace 
and prosperity.”° 

In the seven years from the fall of 1776 to the fall of 1783 France 
borrowed approximately 827 million francs for use in fighting England, . 
thus increasing the national debt by about one-third. Largely because of 
the high service charge, the budget was not balanced upon the return of 
peace. In August, 1784, Calonne re-established the sinking fund. He 
provided that 4,200,000 francs a year and the cumulative interest saved 
be applied toward paying off the debt; and to hasten the process, in 
December, 1785, he authorized the questionable practice of purchasing 
bonds at their market price. But in his three and a half years in the 
Finance Ministry, beginning in November; 1783, Calonne increased 
the debt by at least 650 million francs, far more rapidly than it had 
risen during the war with England. In desperation, he induced Louis 
XVI, in August, 1786, to call together an Assembly of Notables to 
consider a plan for fiscal reform. When Calonne proposed to increase 
the land tax and to eliminate all exemptions in order to restore the 
finances, the privileged classes drove him from power. Cardinal Brienne, 
Calonne’s successor, fared better with the Notables; but the Parlement 
obstinately refused to register a decree authorizing a series of loans 
(beginning with 120 million francs in 1788 and declining to 60 million 
francs in 1792) to cover the deficit until the new taxes could become 
effective. Without voluntary registration by the Parlement, the public 
refused to subscribe. In August, 1788, the puny activities of the sinking 
fund came to an end.” 

The funded debt of about 3% billion fai: the unfunded debt of 
708 million francs, the service charge absorbing more than half the 
royal revenues, and the large annual deficit forced Louis XVI to sum- 
mon the Estates General that convened on May 5, 1789. We now know 


£ Oeuvres de Turgot et Documents Le Concernant, Edited by Gustave Schelle (Paris, 
1922), Vol. IV, p. 110; A. Vührer, op. cit., Vol. I, pp. 227, 232-233, 243, 253-258. 

* Louis Blanc, Histoire de la Révolution Française (Paris, 1878 ed.), Vol. II, pp. 
338-358; A. Vührer, op. cit., Vol. I, pp. 269, 281-282, 289-290, 310-317. 
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that France flourished { in the half-century preceding the French Revolu- 


tion, and that economic conditions in 1789 were fundamentally sound. 


` Paris was ’the leading financial center on the Continent, and the coun- 


try was exporting considerable amounts’ of capital. The volume of 


foreign trade had risen fourfold since 1715. The ownership of land and _ 
of other forms of property was widely diffused. Although twice as - 


large, the public debt was not nearly as heavy a real burden as it had 
been in the first three decades of the eighteenth century. The national 
debt of England was approximately 10 per cent greater than the 


. . French; and although the English debt had proved troublesome twenty- 


five years previously, it was then causing no great difficulty. Never- 
theless, the public debt in France was an extremely important factor 


~ in the Estates General’s getting out of hand and in the outbreak of 
“the French Revolution. Much more than the oratory of Mirabeau, 


the large unfunded debt and the unmanageable budgetary deficit gave 
rise to the first issue of assignats,. which resulted in one of the most 
disastrous inflationary episodes in history.’ 5 

In 1799, when the repudiation and the extinction of-the debt through 


l redemption i in confiscated land and repayment in worthless currency 


$ 


were over, the recognized ‘obligations had fallen to 926 million francs’ 


and the interest charge to 46 million francs, or by almost four-fifths. As 
First Consul and as Emperor, Napoleon was ruthless enough to levy 
tribute upon conquered territory and wise enough to tax his subjects in 


order to avoid inflation and an increase in the national debt. Hence the. 


debt had risen to only 1,266 million francs and the service charge to only 


. 63 million francs, or little more than a third, in 1814, when Napoleon 


was first defeated and exiled. But largely because of the disruption of 
economic life by military. reverses and invasion in the two preceding 
years, an unfunded debt of 777 million francs had accumulated. The 
governments that conquered Napoleon exacted an indemnity of 702 
million francs under the Treaty of Paris in 1815; and awards for 
private losses raised the indemnity to 1,291 million francs. The owners 
of property confiscated during the Revolution-received 867 million 
francs in 3 per cent rentes. French intervention in Spain in 1823, under 
the auspices of the Holy Alliance, added_only 4 million francs to the 
interest on the national debt and only 80 million francs to thé principal. 
From April, 1816, to-July, 1830, when the Restoration Monarchy fell, 
a sinking fund reduced the principal of the debt by 595 million pales 
and the annual interest by 54 million francs. Bonds were purchase 


“Seymour E. Harris, The Assignats (Cambridge, Mass., 1930), pp. 28-36; A.. Vihrer,. : 


op. cit., pp. 321-340; Henri Sée, “The Economic and "Social Origins of the French 


Revolution, 2 Economic History Review, Vol. IN CPL, Pp. 2-9; E. Levasseur; 


Histoire du Commerce de la France (Paris, NEN Vol. 1 p. 517 
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at the market price, averaging 80.25. An additional 614 million francs 
in interest charge was saved by refunding operations. No other regime 
in the history of France has made a comparable record in debt pay- 
ment. But, in view of the fact that commodity prices were falling 
sharply, the debt retirement doubtless ‘had a pernicious effect upon 
economic activity. It was hardly an accident that Saint Simon, Fourier, 
Sismondi, and a host of other Utopian critics of capitalistic society 
did their best work during these fifteen years of crises and economic 
stagnation. In July, 1830, the national debt stood at 4,426 million . 
francs, a little higher than at the outbreak of the Revolution; and the 
service charge at 197 million francs, only slightly lower.** 

The sinking fund was active under Louis Philippe, from July, 1830, 
to February, 1848; but largely because of heavy expenditures for arma- 
ments, fortifications, and military roads resulting from the diplomatic 
tension in the 1840’s, the funded and unfunded debts rose to 5,954 
million francs in 1848. It seems that lower interest rates during the 
economic stagnation in the 1840’s limited the rise in the service charge 
to only 1214 million francs. The decline in tax yields during the Revolu- 
tion and civil disorder in 1848, the indemnity to owners of West Indian 
slaves freed in that year, the expenditures for the national workshops of 
Louis Blanc, the repurchase of the Paris and Orleans Railway, and 
the assumption of obligations of the savings banks——all these increased 
the interest charge on the public debt by 54 million francs under the 
Second Republic in 1848-52. Owing to the failure to raise taxes for the 
Crimean War in 1854-56, the debt rose by 2,200 million francs. The 
Italian War in 1859 added about 600 million more, and the ill-fated 
venture of Napoleon III in Mexico about two-thirds as much. An arma- 
ment loan in 1868 and a loan in 1870 to prosecute the war with Prussia 
totaled about a billion francs. The colossal indemnity of 5 billion francs 
to Germany and the outlays for rehabilitation brought the funded and 
unfunded debts to roughly 21,700 million francs in 1873, when the 
Franco-Prussian War had been liquidated. In a quarter-century the 
debt had risen more than three and a half fold, and virtually all the in- 
crease resulted from wars.** ; 

In 1874-83 the French debt rose to 27,400 million francs. Not war 
but investments by the government in railways, canals, telephone and 
telegraph systems, highways, and public schools account for about 

* J. M. Fachan, Historique de la Rente Française (Paris, 1904), pp. 134-161; A. Vührer, 
op. cit, Vol. I, pp. 340-418; Vol. IL, pp. 18-169, 237; Charles Gide and Charles Rist, 
Histoire des Doctrines Economiques (Sth ed., Paris, 1926), pp. 201-299. 

“Harold G. Moulton and Cleona Lewis, The French Debt Problem (New York, 
1925), pp. 45-47; A. Viihrer, op. cit., Vol. II, pp. 238, 256-292, 300, 334-359, 368-369, 
464; L. von Hirschfeld, Die Finanzen Frankreichs nach dem Kriege von 1870-1871 (Berlin, 


1875), pp. 15-18; Guiseppe Ricca-Salerno, Teoria Generale dei Prestiti Pubblici (Milan, 
1879), pp. 127-129. 
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three-fourths of the obligations incurred. Colonial expansion was re- 
sponsible for most of the remainder, as it was for a large part of the 10 
per cent incréase in the debt during the next decade. In 1894-1903 the 
debt rose less than 2 per cent; but, as a result of active military prep- 


_arations after 1910, it advanced from 30,800 million francs in 1903 to 


33,640 million in 1913. In the four decades of peace from 1873 to 1913 
the public debt increased by only 55 per cent. If one can rely upon the 
crude figures available, in the last half of this period alone per capita 
income rose 45 per cent.** ; 

On December 31, 1918, the domestic and foreign debt of France 
amounted to 154,393 million francs, almost five times the 1914 figure. 
The ingrained unwillingness of Frenchmen to pay taxes in conjunction 
with heavy outlays for armaments, fortifications, rehabilitation of the 


` devastated areas, military pensions, and maintenance of the armed 


forces raised the debt to 315,896 million francs by November 30, 1924. 
Furthermore, the rate of interest on new financing was almost three 
times the 1913 level. On December 31, 1930, the debt, “exclusive of 
the foreign political obligations,” stood at 267,092 million francs. 


-Largely owing to unemployment relief in the depression, which had 


finally reached France, the debt rose to 319,383 million francs at the 
end of 1934. Continuation of the depression in 1935 and intensive 
preparations for-the second world war in 1936-38 raised the debt to 
412,575 million francs on December 31, 1938. During twenty years of 
peace, the aftermath of war, depression resulting largely from war, and 
preparation for war raised the debt 167 per cent. By the end of 1944 
the. French debt had reached approximately 1,800 billion francs. The 
second World War and the German occupation had increased it more 


_than fourfold.” The staggering public debt incurred during and im- 


. mediately after the first World War was a major factor in the catas- 


‘trophic depreciation of the franc in the twenties. The debt also gen- 
erated some of the pressure that resulted in the devaluation of the 


- franc in 1936. The disastrous losses of the petits rentiers and other 


= 


members of the middle class played a role in the tragic military and 
civilian collapse of 1940. If the huge public debt now outstanding is not 


‘partially repudiated, as-was the fashion before 1789, or largely paid in 


worthless currency, as during the Revolution, it will doubtless depress 
the level at which the franc will finally be stabilized and thus inflict 


-another loss upon the already impoverished salaried workers and other 


recipients of fixed incomes. . 


3 Paul Leroy-Beaulieu, Traité de la Science des Finances (Paris, 1899 ed.), Vol. I, í 


pp. 608-622; A. Vührer, op. cit., Vol. I, pp. 534-545; Harold G. Moulton and Cleona 
Lewis, op. cit, pp. 46-57. ` 

_ “Le Budget, La Trésorerie et la Dette Publique,” Revue d'Economie Politique, Vol. 
XLV (1931), p. 538, Vol. XLIX (1935), p. 647, Vol, LIII (1939), p. 998; Harold 
G. Moùlton and Cleona Lewis, op. cit., pp. 57-68, 96-115; R. P. Schwarz, “Problems 
of French Finance,” The Fortnightly, Vol. CLVII (1945), p. 311. an 


t 


è 


PUBLIC DEBT: HISTORY 127 


Tit 


Even more than in the case of France, the national debt of England 
originated and has grown during major wars. Except for an insignificant 
carry-over from the Stuarts, the debt began in 1689 with the reign of 
William and Mary. In the words of Adam Smith, “it was in the war 
which began in 1688, and was concluded by the treaty of Ryswick in 
1697, that the foundation of the present enormous debt of Great Britain 
was first laid.” At the end .of this war the funded and unfunded debt 
amounted to 21,516,000 pounds. In 1698 Charles Davenant, the great 
mercantilist, thought that if England “should come to be hereafter 

’ engag’d in another long and expensive War,” this debt “will be a ter- 
rible Weight upon us”; that “if those Engagements are suffer’d to con- 
tinue . . . we shall be in the condition of Spain, unable upon any Emer- 
gency to help our Selves, or to assist our Friends”; and that a reduction 
of the principal was essential to a fall in the interest rate “without ` 
which Trade can never Flourish.””’ In the five years of peace before the 
outbreak of the War of the Spanish Succession the principal was re- 
duced to 16,395,000 pounds, or by one-fourth—the greatest propor- 
tionate reduction in a war debt ever achieved by Great Britain. The 
War of the Spanish Succession raised the debt to 53,681,000 pounds; 
and the liquidation of the South Sea Bubble increased it to 55,283,000 
pounds at the end of 1722.7* In the ensuing seventeen years of peace the 
debt was reduced by 8,329,000 pounds, or by a little less than % of 1 
per cent a year.”® = 

During the War of Jenkins’ Ear and the War of the Austrian Suc- 
cession in 1739-48 the debt rose from 46,955,000 to 78,293,000 pounds. 
Nine years of war added almost four times as much as seventeen years 
of peace had extinguished. A decline in the interest rate permitted the 
government to refund the debt in 1749 at 314 per cent in the beginning 
and 3 per cent after seven years. The saving in interest was used in pay-" 
ing off a part of the principal. At the end of 1755 the funded debt had 
fallen to 72,290,000 pounds. In 1764, the year after the Seven Years’ 
War ended, the funded and unfunded debt amounted to 139,562,000 

8 Discourses on the Publick Revenues, and on the Trade of England (London, 1698), 
Vol. I, pp. 221, 234, 264-265. 

Anticipating efforts by the United States in 1933 to promote recovery through a 
compulsory reduction in the rate of interest on time deposits, Davenant observed: “That 
it would be‘ for the general Good of Trade, if the Bank of England were restrain’d by 
Law, from allowing Interest for running Cash: For the Ease of having from thence 
Three or Four per Cent, without Trouble or Hazard, must be a continual Bar to Industry, 
and has lately occasion’d such a Stagnation of the Species in their Hands, as by no 
manner of Means can be adviseable to suffer.” (Zbid., Vol. I, p. 265.) p 

The opening sentence of the anonymous pamphlet, 4 True State of the Publick 
Credit (London, 1721, p. 1), declares that “the Calamity of the Times, and the raising 
Publick Credit, is now the common Topick of every Conversation.” , 

* Adam Smith, Wealth of Nations (Cannan ed., London, 1925 reprint), Vol. II, pp. 


407 ff.; Bernard Cohen, Compendium of Finance: Containing . . . an Historical Sketch 
of the National Debt of the British Empire (London, 1822), pp. 197-201. 
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- pounds, if one-follows contemporaneous practice and does not count 


7,300,000 pounds in government annuities outstanding.’ The Seven 
Years’ War increased the debt six times as much as seven years’ of 
peace had reduced it. The high service charge at the end of the conflict 
was an important factor in the efforts to tax the Thirteen Colonies that 
fanned the flames of revolt. In the eleven years before the outbreak 
of the Revolutionary War the debt declined by 10,415,000 pounds, or 
only % of 1 per cent a year. In 1783, when the war with France, Spain, 
and the American colonies was over, the debt amounted to 238 million 


~pounds. Before the conflict ended, the strain on English credit was so 


great that 3 and 4 per cent bonds had to be sold low enough to yield 
almost 5 per cent; while in 1752, 3 per cent bonds had brought ‘106.75. 
Even with Pitt’s new Sinking Fund, established in 1786 to wipe out the 


‘debt through the magic of compound interest, England was able to 
pay off only 10,25 0, :000 pounds in 17 83- 92,4 decade of peace and rapid ` 


economic progress.” 
The long war with France that began in 1793 and, except for the 
brief respite following the Treaty of Amiens in 1802, ended- in 1815, 


. taxed English economic strength more than any conflict in her history, 


with the possible exception of the second World War. As I have indi- 
cated, Napoleon drew heavily upon occupied territory to finance his 


‘operations. Whereas England not only had to support her own armed 


forces wherever she fought but to remit extremely large sums to the 


Continent to bolster up her allies, appease potential enemies, and sub- _ 


sidize fifth columnists. In spite of heroic taxation, which reached a 


` level not again surpassed before 1883, the funded and- unfunded debt 


rose to 860,856,000 pounds, or nearly fourfold. By 1797 the net cost 
of loans was more than 6 per cent, and by 1815 the service charge was 


` 60 per cent greater than the total revenue of the Crown in the first 


year of the war. Before the conflict was over the government heard 
fervent pleas for a negotiated. peace in order to avoid a further increase 
in the debt.” 


- By 1827 the debt Aad been reduced to 780 million pounds. The 


” Robert Hamilton, An Inai concerning the Rise and Progress ... of the National 


_ Debt of Great Britain and. Ireland (Edinburgh, 1818 ed.), pp. 59- 141; J. J. Grellier, 


The. Terms of All the Loans which Have Been Raised for the Public Service (London, 
1805), pp. 47-54; [George Gordon], The History of Our National Debts and Taxes 
(London, 1751), pp. 6-87. 

2N. J. Silberling, “Financial and Monetary Policy of Great Biitain during the 
Napoleonic Wars,” Quarterly Journal of Economics, Vol. XXXVIII (1923-24), pp. 214- 


- 227; Gustav Cohn, The Science of Finance (Eng. tr., Chicago, 1895), pp. 656 ff.; C. F. 


Bastable, Public Finance (London, 1927 ed:), pp. 634- 636; William Morgan, An "Appeal 
‘to the People of Great Britain on the Present Alarming’ State of the Public Finances 
(London, 1797), pp. 27 ff.; Earl of Lauderdale, Thoughts on Finance (London, 1797), 
_pp. 48-55; cf. Thomas Paine, The Decline and Fall of the English System of Finance 
(Paris, 1796), pp. 1-9. 
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service charge had fallen to 29 million pounds, but it still absorbed 
half the public revenue. From 1822 to 1844 refunding operations low- 
ered the interest charge to 3 per cent; -but large deficits—by accident, 
not by design—in the years of severe crisis in the 1830’s raised the 
principal to 792 million pounds in 1841. By 1852 the debt had declined 
to 779 millions, and the 3 per cents had reached par. In April, 1853, 
Gladstone announced a scheme to refund the debt at 2.5 per cent, 
but the Crimean War defeated his efforts. Although England paid two- 
thirds of the cost through taxation (while France was paying less than 
8 per cent), the Crimean War increased the debt more than 36 million 
pounds. In his Coal Question, published in 1865, Stanley Jevons pre- 
dicted that owing to the progressively increasing rate of consuniption, 
Britain’s economically exploitable coal deposits would be exhausted 
in about a century. Jevons concluded that heroic efforts should be 


made to pay off the public debt before the good coal played out;** and. 


by February 24, 1266, Cladatono had rand Jaane’ hank and accepted 
his argument.” A strong speech by John Stuart Mill,* on April 17, 
1866, helped Gladstone convince Parliament. Gladstone added half a 
million pounds a year to the budget and sketched plans to extinguish 
the debt in 250 years if England could avoid wars. From the peak of 
808 million pounds in 1857 the debt fell to 742 million in 1886, despite 
the accumulation of a rudimentary telegraph system and’ Disraeli’s 
acquisition of the Suez Canal stock. Two years later Goschen was 
able to refund the debt at 234 per cent until 1903 and 2% per cent 
thereafter. By 1900 the debt had fallen to 628 million pounds, the 
low point since Waterloo. The Boer War raised the principal to 745 
million pounds in 1903, but in 1914 it amounted to only 661 million. 
Since 1879 the per. capita debt had fallen from 22.7 to 15.3 pounds. 
While the French debt was increasing twenty-seven fold in 1814-1914, 
the obligations of England were declining 25 per cent. Sir John 
Clapham has estimated that the British debt “burden might have in- 
creased something like tenfold (as it was to be) without becoming 
more crushing than that which a much smaller and very much poorer 
population had carried after Waterloo.”” 

During the first World War the British debt rose to 5,872 million 


2 The Coal Question (2nd ed., London, 1866), pp. 236-241, 366-369. 

3 Letters and Journal af W. Stanley Jevons (London, 1886), pp. 218-227. 

* Who, for once, was fair to Jevons. Mill spoke in opposition to a motion to reduce 
or repeal the tax on malt. Although Mill based his argument upon Jevons’ data and praised 
him warmly, even in this address Mill spoke as if he, not Jevons, had concluded that, 
since the coal supply was expected to give out, the debt should be paid off. Hansard’s 
Parliamentary Debates, 3rd Series, Vol. CLXXXII (London, 1866), pp. 1524-1528. 

# Economic History of Modern Britain (Cambridge, 1926-38), Vol. I, pp. 318-319; 
Vol. II, pp. 406-407; Vol. III, p. 408; C. F. Bastable, op. cit, pp. 637-642; Richard 
von Kaufmann, “Finanzstatistisches zu den Schulden der europäischen Grossmichte,” 
Jahrbücher für Nationalökonomie und Statistik, Vol. XLIX (1887), pp. 133-138. 
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pounds, or almost tenfold. Continuing upward after Versailles, it 
reached a peak of 7,832 million pounds in 1921. Largely through elimi- 
“nation of the war debt of some 920 million pounds to the United States, 
`. the principal had fallen to 6,613 million pounds by 1933. Owing to 
heavy expenditures for armaments, it rose to 8,300 million in March, 
1939. The second World War raised this figure threefold. In a speech 
_ delivered at Mansion House on October 16, 1946, Mr. Hugh Dalton, 
Chancellor of the Exchequer, stated that “a national debt of more than 
24,000 million pounds is only endurable if the average rate of interest 
is kept low. Indeed, this is a necessary condition of any substantial 
future relief of taxation.” It will be interesting to observe whether 
artificially low interest rates imposed by the heavy burden of debt 
may not seriously interfere with future efforts to curb monetary infla- 
- tion and to combat dangerous cyclical expansion. 

The growth of the British debt has paralleled and stimulated price 
inflation during major wars since the Revolution of 1688. The reduc- 
tions in peacetime, which have seemed ridiculously small to most con- 
temporary economists, have accentuated the postwar crises. Further- 
more, a large part of the reduction from 1815 to 1914 took place in 


1815-50 and 1873-96. This reduction was a factor in the long and ' 
severe crises between Waterloo and the discovery of the rich gold de- . 


posits in Australia and California in 1848,” and it doubtless contributed 
to the stagnation of industry and trade during the great depression of 
1873-96. Is it not possible that the well-known immunity of France to 
‘depressions in the last seven decades of the nineteenth century was 
partially due to the continuous growth of the national debt? 


2 Financial Times (London), October 17, 1946. 

“In his pamphlet on the Sinking Fund, published in 1822, a very bad year, Lord 
Lauderdale argued (pp. 15-16) that “the Minister of Finance, who persuades Parliament 
to sanction a perseverance in the scheme of a Sinking Fund, will induce them to take by 


taxation, in the next six years, thirty millions out of the pockets of their ‘constituents, . 


. already overburdened with taxes; and to deprive the nation, in want of a market, of 
a demand during that period, for the produce of its industry to the extent of thirty 
~Millions,” J 
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HISTORY OF THE FEDERAL DEBT IN THE UNITED STATES 


By Benjamin U. RATCHFORD 
Duke University 


The historians have a familiar saying that history must be written 
anew each generation to comply with the changing theories of historical 
development. If we had a history of the federal debt in the United 
States no doubt it, too, would be rewritten from time to time to prove 
-or disprove different theories concerning the economic effects of that 
debt. Unfortunately, however, we have nothing approaching a general 
history of the debt in this country; so the future scholar who writes 
such a history will not have the satisfaction of correcting the errors of 
his predecessors nor will he have their mistakes to warn him. 

In a brief paper of this kind it is not possible to give a comprehensive 
treatise on the federal debt. Our discussion, therefore, will be limited to 
a survey of the general course of the debt and to some comments on its 
larger aspects. É 


Mujor Turning Points in the Federal Debt 


Under Alexander Hamiltons funding. plan of 1790, the struggling 
young nation assumed a debt of approximately 77 million dollars. 
Despite substantial repayments, by 1803 current deficits and the Louisi- 
ana Purchase raised the gross debt to a peak of 86.4 millions. During 
the next eight years, bountiful revenues from customs coupled with 
the conservative financial policies of Jefferson and Gallatin cut the 
debt by almost half, to 45.2 million dollars as of 1811. 

By the close of 1815 the War of 1812 had raised the gross debt to a 
new peak of 127.3 million dollars, but this figure was reduced sharply 
in the immediate postwar years. After an interruption of several years 
caused by the disturbed financial conditions around 1820, debt retire- 
ment was resumed on a large scale in 1825 and by the end of 1834 the 
whole debt had been repaid or funds had been deposited for its repay- 
ment.* During the next two years there was no federal debt. 

After 1837 there was considerable borrowing to cover current deficits 
and to finance the Mexican War, but at no time before 1860 did the 
debt exceed 70 million dollars. It was approximately 75 million dollars 
when Lincoln took office in March, 1861. 

The Civil War debt reached its peak of 2,846 million dollars on Sep- 
tember 1, 1865. For the next eight years it was reduced steadily and 
substantially, but in the difficult years from 1873 to 1879 there was a 
small increase. Beginning in 1880 there were large surpluses each year 


* Reports of the Secretary of the Treasury of the United States, 1829-36, p. 465. 
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until 1892 and the debt was reduced to its post-Civil War low of 961 
million dollars in 1893. Then current deficits and the Spanish-American 
War raised the total debt to almost 1.5 billions in 1899. About 300-' 


‘ Tasre1l - 
Gross DEBT OF THE UNITED STATES AND RELATED DATA 
FOR SELECTED YEARS, 1790-1946 
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8 From Annual Reports of the Secretary of the Treasury, The Treasury Bulletin, and Daily Statement of the United 


-States Treasury. 

b For the years through 1849 these figures are computed from the figures forthe gross debt and the population 
figures as given in the Statistical Abstract of the United States. For 1859 and later years they are from the sources 
cited in 5. 

° For the years through 1938 these figures are from Robert F, Martin, National Income in the United States, 
1799-1938, pp. 14-15, column headed “Current Income.” The figures are for calendar years. Beginning with 1940 
the figures are for the four quarters ending on June 30 of the years indicated; the figures are from the Survey of 
Current Business, April, 1944, p. 13, and February, 1946, p. 7, series entitled “National Income.” 

Including the guaranteed debt. 

è Partly estimated. 


million dollars were repaid during the next six years and thereafter 
the debt was practically stationary until 1916. i 
Total borrowings of more than 25 billion dollars during World War 


I put the debt at a peak of 26,597 millions on August 31, 1919. Almost 
40 per cent of the increase in the debt during that war was incurred for 
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the purpose of making loans to our Allies. In later years, payments on 
those loans, principal and ‘interest, amounted to about 234 billion 
dollars,” of which about 1% billions were used to reduce the debt. For 
eleven years after 1919, debt repayments averaging almost 900 mil- 
lions per year brought the debt to its postwar low of slightly more than 
16 billions on December 31, 1930. From that date until 1940 the gross 
debt, including the guaranteed debt, increased by more than 32 billion 
dollars to a total of 48.5 billions. 

The defense program and World War II were responsible for an 
increase of 231 billion dollars in the gross debt and raised the total 
to a record high of 279.8 billion dollars on February 28, 1946. Three 
policies during the recent war were responsible for large additions to 
the debt and each of them:has contributed, or will contribute, con- 
siderable amounts to be used in retiring the debt. These policies were: 
(1) the Treasury practice of carrying a large cash balance; (2) the 
lend-lease piugiain, aud (3) lage guvernment investments in war 
equipment and stock piles. At its peak, the Treasury cash balance 
amounted to about 26 billion dollars, or more than the total amount 
borrowed during World War I. More than 22 billions of that balance 
have already been used for debt retirement. Gross lend-lease aid 
amounted to 50.7 billions; the net amount, after reverse lend-lease, 
was 42.9 billions. Up to September 30, 1946, cash payments received 
from lend-lease settlements amounted to more than a billion dollars and 
agreements have been concluded providing for the payment of another 
‘billion.* Between June 30, 1940, and March 31, 1946, the proprietary 
interest of the United States in governmental corporations and credit 
agencies increased by 21.6 billions.* As surplus supplies and equipments 
are sold, they should yield several billion dollars which can be applied 
to debt retirement. 

Altogether, the three policies mentioned required more than 85 bil- 
lion dollars. They have yielded or should yield around 30 billions to 
be used for debt retirement. 

During the last ten months of 1946, the Treasury used most of its 
enormous cash balance to bring about a net reduction of more than 
20 billions in the gross debt, leaving the total at the end of the year at 
259.5 billions. This reduction was greater, by far, than all previous 
reductions in our history but it was, in a sense, fictitious since it came 
from an accumulated cash balance and occurred while the government 
was operating at a deficit on current account. It merely meant that the 

* Annual Report of the Secretary of the aad 1939, p. 513. 

*The New York Times, December 28, 1946, p. 1. 


“Treasury Bulletin, June, 1946, p. 69; Annual Report of the Secretary of the Treasury, 
1940, p. 809. 
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Victory Loan of 1946 was unnecessary and that all the funds raised 
by that loan have been used for debt repayment. 

A glance at the high points touched by the debt reveals an interesting 
comparison. The peak following the Civil War was more than twenty- 
two times as high as the peak after the War of 1812. After World War 
I the total debt was almost ten times the maximum Civil War debt and 
the largest total reached last year was a little more than ten times the 
peak amount reached in 1919. 


Measures of the Gross Debt 


One rough method of measuring the relative importance of the debt 
is to express it in per capita amounts. During the first decade of our 
national life, the per capita gross debt fluctuated around $20. From 
that period until the Civil War it never exceeded $15 and was usually 
well under $10. At the high point following the Civil War the debt 
amounted tò almost $82 per capita, or approximately four times the 
previous peak. After 1865 both a declining debt and a rapidly growing 
population operated to produce a steadily and rapidly declining per 
capita debt; the low point of slightly less than $12 was reached in 1915. 

The peak debt in 1919 amounted to $250 per capita, or just about 
three times the per capita debt in 1865. In eleven years this amount was 
almost cut in half, to slightly less than $130 in 1930. After that date the 
figure increased steadily, passing the previous high point in 1935 and 
reaching $368 in 1940. From 1940 to 1946, new high records were set 
almost every month and at the peak in February, 1946, the per capita 
. debt was approximately $1,990, or almost eight times the figure after 
World War I. During the past year the figure has been reduced about 
$158, leaving a per capita gross debt at present of about $1,832, or 
about ninety times as large as the one Alexander Hamilton worried 
about. 

If the debt, or any substantial part of it, is to be repaid, its size in 
relation to the national income is important. The figures on national 
income before 1900 are sketchy and not altogether comparable with 
the figures for recent years but they do permit some rough comparisons. 
Before the Civil War the debt never exceeded 15 per cent of the annual 
national income and in most years it was well below 10 per cent. At 
its peak, the Civil War debt was probably about 40 per cent of national 
income (the figure was 37.3 per cent in 1869) but the figure dropped 
steadily until it fell below 4 per cent in 1915. Interestingly enough, the 
debt after World War I was also close to 40 per cent of national income 
(42.2 per cent at the peak) and this figure was reduced by exactly 
_ one-half at the low point in 1930. Thereafter, a drastic decline in income 
and a substantial increase in the debt changed the relationship sharply 


\ 
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and for the first time in our history the debt, in 1933, was equal to half 
of the annual national income. For the next seven years the debt in- 
creased somewhat more than income, and in 1940 the figure stood at 
65.2 per cent. After 1940, income more than doubled but the debt in- 
creased much faster. Some time in 1943, debt surpassed income and at 
the present time, the debt is about 157 per cent of current income. 
In brief, the debt is today almost four times as large in relation to 
national income as it was at its two previous peaks following the Civil 
War and World War I. 


Interest Rates and Interest Charges 


An important aspect of a debt is the annual carrying charge it en- 
tails. A sovereign government has considerable leeway in repaying 
principal but if it is not to default it must make provision each year for 
the interest which falls due. When that interest cost is large, its pay- 
ment may have considerable economic effect. 

Interest payments on the federal debt have naturally fluctuated 
widely in keeping with the widely-varying debt. During the early years, 
interest was only about 3 million dollars per year but often constituted 
more than half of all ordinary expenditures. The largest annual interest 
cost before the Civil War was a little more than 7 millions, paid in 
1816. In 1867, interest amounted to almost 144 millions or approxi- 
mately 40 per cent of total expenditures that year. In the years around 
1910 interest payments fell to about 22 million dollars, and were an 
insignificant part of the total budget. In 1923 interest on the debt 
amounted to 1,056 millions, or almost one third of total expenditures 
other than debt retirement. After declining to about 600 millions in 
1932, interest costs have risen steadily to 4.7 billions in 1946 and an 
estimated 5 billions this year. 

Over the long period, interest payments have not increased nearly 
as much as has the debt, due, of course, to a great decline in interest 
rates. In 1867 the average rate of interest paid on the interest-bearing - 
debt was about 6.3 per cent.” At the peak after World War I, that rate 
was about 4.3 per cent and today it is approximately 2 per cent. This 
represents a decline of a little over two-thirds in eighty years. 

Despite this downward trend in the long run, interest rates have, up 
until the past fifteen years, behaved in such a way as to cause interest 
costs to fluctuate more than the size of the debt in the short run; that 
is, interest rates have been highest when the debt was large and lowest 
when it was small. During the Civil War the average interest rate on 
the debt rose by about one-fourth, from 5 per cent to 6.3 per cent, but 


ë Computed by comparing the interest paid on the debt in the fiscal year 1867 to the 
average interest-bearing debt outstanding on June 30, 1866, and June 30, 1867. 
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by 1915 it had declined by about’ three-fifths to about 2.4 per cent. 
During World War I the effective rate increased by more than three- 
fourths, from 2.4 per cent to 4.3 per cent. The long standing of this 
pattern and its spectacular demonstration during World War I lend 
special emphasis to the remarkable reversal which has taken place dur- 
ing the past fifteen years. In that period, while the debt increased more 
than sixteenfold, the average rate of interest declined from 3.8 per 
cent in 1930 to 2. 5 per cent in 1940 and to 1.9 per cent in 1944, or a 
total decline of 50 per cent. 

Interest payments on the federal debt exceeded one-half of 1 per 
cent of naticnal income in only a few years before the Civil War and 
in most years constituted a very small fraction of 1 per cent. At the 
end of the Civil War, such payments probably exceeded 2 per cent 
of the national income, but by 1910 the figure was less than one-tenth 
of i per cent. In 1920 the figure was about 13⁄4 per cent, but a sharp 
drop in income raised it to 134 per cent in 1921. After a decline to less 
than 1 per cent, the figure was back to 11⁄4 per cent in 1933. At our 
entry into World War II, it stood at about 1.3 per cent, and is approxi- 
mately 3 per cent today. Thus in terms of the national income, interest 
payments on the debt are today about 50 per cent greater than in any 
previous period. 


Purposes of Borrowing 


Clearly the bulk of federal borrowing has been for war purposes, 
but there have been some significant debt operations for other pur- 
poses. The loan of 11 million dollars to finance the Louisiana Purchase 
increased the gross debt by about 15 per cent and was a major financial 
operation for its time. Sizable amounts were borrowed to fund current 
deficits in 1837-39, 1841-44, and 1856-60. Borrowings to cover operat- 
ing deficits and to protect the*gold supply in 1894-96 were larger than 
the amounts borrowed to finance the Spanish-American War in 1898-99, 
Total loans of 135 million dollars to finance construction of the Panama 
Canal in 1904-05 were the largest for any single nonwar project up to 
that time. 

From 1930 to 1940, the gross debt increased by 32.5 billion dollars. 
Except for about 3 billions used to pay the veterans’ bonus, all of that 
increase was incurred to finance a peacetime program. That 29 billions 
borrowed for nonwar purposes probably exceeded slightly all other 
new borrowing up to that time. Thus at the beginning of the defense 
program in 1940, for the only period in our history, our total borrow- 
ing for nonwar purposes had exceeded our borrowing for war purposes. 

Debt developments between 1930 and 1940 were of unusual sig- 
nificance. For the first two and a half years there was, as there had 
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often been before, an increase in the debt to cover current deficits 
caused mainly by a decline in revenues; such increases as there had 
been in expenditures were largely unplanned and involuntary. But in 
the latter part of 1933 the federal government began a program of 
large, planned, new expenditures to be financed principally from bor- 
rowing in an effort to accomplish economic recovery. Whether or not 
this program was a success, a precedent was established and the chances 
are that it will be followed if and when the country experiences another 
substantial depression. Thus a second major purpose for borrowing was 
recognized which, in the years ahead, may rival war as a cause of 
increases in the debt. 


= Patterns of Debt Retirement 


During the past year we have retired a considerable amount of debt. 
Presumably in the years immediately ahead thought will be given to 
further reductions. If we arc to have a period of debt retirement it may 
be instructive to look back to three other periods in our history when 
the debt was being reduced and note some of the characteristics of 
such periods. In the past, the United States has had the unique dis- 
tinction of being the only major power in the world which adhered to 
the policy of retiring its public debt. How was that reputation acquired? 

There have been three important periods of debt reduction in the 
United States beginning, respectively, in 1815, 1865, and 1919. 

After 1815, large surpluses resulting from war taxes were applied 
to reduce the debt and in four years the total was reduced by 30 per 
cent. A sinking fund was set up which called for annual appropriations 
of 10 million dollars plus any surplus above 2 millions in the Treasury. 
The war taxes were soon repealed and the financial difficulties of 1819- 
21 sharply reduced revenues. As a result there was no net reduction 
in the debt from 1820 through 1824. But after 1824 revenues increased 
appreciably and within ten years the entire debt of 90 millions was re- 
paid. 

During the period of rapid retirement, the revenues of the federal 
government came almost exclusively from customs and the sale of 
public lands. The rates which produced those revenues were not set 
primarily for the purpose of yielding revenue. In the one case they were 
set to provide protection; in the other, to facilitate land settlement. 
After 1824, those two sources automatically produced a swelling tide of 
revenue as the country enjoyed its first big boom which was fed in part 
by a rapidly increasing total of state borrowing. Neither tariff rates 
nor the price of public land could be changed without affecting major 
nonrevenue objectives. Moreover, Jacksonian principles would not 
permit the federal government to embark upon new projects to spend 
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more money. So the surplus continued to mount and the debt melted 
away. : 

It may be said that during the first period of debt-retirement—and 
the only one in which the debt was completely repaid—the task was ac- 
complished almost without effort. The debt was washed away, more or 
less incidentally, by the flood of surplus funds which resulted from our 
tariff policy, our public land policy, the boom of the 1830’s and a 
philosophy of limited federal activities. Further evidence to support 
this viewpoint is provided by the fact that after the debt had been 
eliminated, revenues continued to mount and the surplus continued to 
pile up until it became a major problem. Our first and most spectacular 
debt retirement was to a considerable extent fortuitous. 

After 1865 war taxes were repealed more slowly than after 1815, 
while expenses were cut more rapidly. For twelve years expenditures 
were pushed down vigorously until they amounted to only one-fifth of 
the wartime peak. Then they were held there for another twelve years. 
The surpluses thus produced made possible a great reduction in the 
debt. By 1873 the peak debt had been reduced by 24 per cent. A 
sinking fund was established which provided for the retirement of 1 
per cent of the debt each year, plus interest on the bonds retired, but 
it was handled quite informally. In 1911 the Secretary of the Treasury 
stated, “the sinking fund law has been not exactly a dead letter, but a 
dead-and-alive letter for nearly forty years.’* 

From 1873 to 1881 there was little reduction in the debt because of 
disturbed economic conditions during the 1870’s and the difficulties 
attendant upon the resumption of specie payments in 1879. But in the 
ten years after 1881 the debt was practically cut in half—reduced by 
approximately 1 billion dollars. Expenditures were at the lowest point 
since 1865 while customs and internal excises on liquors and tobacco 
yielded increasing amounts of revenue, due largely to a steadily in- 
creasing population. ‘I'he rates on the tariff and liquors were deter- 
mined largely by nonrevenue considerations. In 1883, several minor 
taxes were repealed and the rates on tobacco were cut in half. In 1890 
there was another reduction of 25 per cent on most tobacco products.” 
But the surpluses continued until 1893. 

At several times, particularly after 1887, the Treasury had difficulty 
in using the large surpluses to reduce the debt, and on several occasions 
had to go into the open market and bid for bonds, some times paying 
substantial premiums. In the four years 1887-91 total premiums of 
over 56 million dollars were paid to retire 360 millions of bonds.® If it 

* Quoted in Henry G. Hendricks, The Federal Debt, 1919-30, p. 209. 


* Davis R. Dewey, Financial History of the United States (12th ed.), p. 420. 
° Harvey E. Fisk, Our Public Debt, p. 45. 


PUBLIC DEBT: HISTORY 139 


had not been for these complications it is quite probable that the debt 
would have been reduced more than it was. Debt reduction in this 
period finally came to an end in 1893 after the Civil War debt had been 
reduced by about 66 per cent of its peak. 

In the years immediately after 1865, when the debt was being re- 
funded and interest rates reduced, debt reduction was undoubtedly 
a major consideration shaping the Treasury’s fiscal policies. But in 
the 1880’s, when the revenues continued to roll in despite tax reduc- 
tions, the goal of debt repayment lost much of its importance. In fact, 
surplus revenues became a major problem again, and as one method of 
spending them, military pensions were extensively liberalized in 1890. 
To a considerable extent the debt reduction of the 1880’s was auto- 
matic or passive in the sense that it occurred without any positive 
action to raise funds for debt retirement and despite substantial tax 
reductions. 

Lhe dëpr reuutUun Wie Degau i LYiy was tle vuly vue whieh Las 
been carried out under modern conditions in which progressive income 
taxes provide the bulk of revenues. In World War I the highest tax 
rates were levied by the Revenue Act of 1918 which did not become 
law until February, 1919—three months after the fighting stopped. It 
remained in effect through 1921. In the meantime, expenditures other 
than debt retirement were cut quickly and deeply until they were only 
about one-sixth of the wartime peak. Then they were held at that level 
until 1930. Surplus revenues and other funds were sufficient to cut the 
debt by 10 per cent in the first two years. A sinking fund was set up 
designed to retire the whole debt in twenty-five years and, in addition, 
certain minor revenues were earmarked for debt retirement. 

For eleven years after 1919 the debt was reduced steadily and rapidly. 
The total reduction was about 40 per cent of the 1919 peak. From 
June 30, 1919, to June 30, 1930, there was a net reduction of 9,299 
million dollars in the gross debt. The funds for this reduction came from 
the following sources: 


Millions? 
Surplus: réceiptsin..ceciie sr ba eka teenie eeee ew ede base g ewes cote aerate $3,460 
Cumulative sinking fund oase ks cece eee eee cet eee e ee eee rene ener teeeens 3,187 
Payments from foreign governments ............ cee cee ce cree eee ene tee eeeee 1,489 
Reduction in General Fund balance .......... 0. esc cece eee cence ee een ees sesse 933 
Miscellane6us: 2.2440 rruna bee ce Rede cee eee cowed Pied Oba a ead Dele Eee Ow eee anes 230 
PB EA ENEE EAE alate ease E E te Cee a Ne E E $9,299 


The rate of debt reduction was considerably greater than the rate 
realized after 1865 and about equal to, though more regular than, the 
rate after 1815. After 1930 revenues dropped sharply, expenditures 
rose appreciably, and debt reduction came to an end. 


"Annual Report of the Secretary of the Treasury, 1932, p. 53. 
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After 192 1, debt reduction was accomplished in a period of relatively 
stable commodity prices, a period of sustainéd population growth, a 


period of depression in agriculture, a period of pronounced prosperity ` 
for commerce and industry, and a period of boom for real estate and. ° 


common stocks. Also, during these years, state and local debts were 
increasing by about the same amounts as the federal debt was being 
reduced, so that the total public debt was remaining constant or in- 
creasing slightly.*° 


tically all others “were reduced. There were further substantial tax 


-reductions in 1924, 1926, and 1928. For example, the exemption of a 


‘married couple under the income tax was increased from $2,000 to 


_ $3,500, normal rates were reduced from 6 and 12 per cent to a range 


from 1 7, to 5 per cent, and the top rate on the surtax was lowered from 


` 65 to 20 per cent. Despite those reductions and because of the leverage 


of-a system of progressive income taxes in a period of high income, an- 
nual revenues remained remarkably stable around 4 billion dollars 


_. In 1921 many of the war taxes were repealed and the rates on prac-s 


from 1922 to 1930. At the same time expenditures other than debt ` 


retirement remained equally stable around 3 billions, leaving a large 
margin for debt repayment. 

In summary, this period of debt reduction was made possible by: 
(1) a negative policy of delaying tax reduction; (2) a positive program 


- Of reducing federal expenditures rapidly; (3) a continued growth of 


population; and (4) a period of commercial, industrial, and financial 
prosperity which produced large tax revenues. ` 
In conclusion, it is appropriate to compare these three periods of debt 


Yeduction which have been examined and see what features, if any, they 


had in common. First, in each instance there was a sharp reduction of 
the debt in the early years, the amount of the reduction being from 
25 to 40 per cent of the peak debt. Those repayments were made 
possible by large revenues from war taxes which were repealed or re- 
duced only slowly and by the rapid reduction of expenditures. 

Second, in two of the three periods, the early years of rapid reduction 


`~ were fo lowed by a lull’of five or six years, after which debt reduction 


was resumed. In one of these cases the debt was entirely repaid while 
in the other it was reduced to about 34 per cent of the peak. It was 
the reduction. accomplished during the second phase of these two pe- 
riods which attracted most attention and established the reputation of 
the United States for debt, repayment. In the third period of debt 
reduction there was no second phase; after the initial years the debt 
increased steadily until another war set a new peak debt. 


% 


® Donald C. Horton, Long-Term Debts in the United States (Washington: U. S. Depart- - 


ment of Commerce, Domestic Commerce Series, No. 96, 1937), pp. 32, 171. 
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Third, in each period debt reduction was made possible by a policy 
of vigorous reduction of expenditures from the wartime levels and 
by a policy of keeping expenditures down. Debt reduction stopped 
when expenditures rose substantially. 

Fourth, there were no instances in which new taxes were levied or the 
rates of old taxes were raised for the purpose of retiring the debt. 
Rather, all major reductions came in periods of declining tax rates. 
Generally, the debt has been reduced by increased revenues which 
came from increasing population and expanding national income. Ex- 
cept in the immediate postwar years, any sharp decline in revenues put 
an end to debt reduction. 

Fifth, sinking funds were used in each period but they were not of 
the formal, rigid type. Sinking-fund requirements were not carefully 
observed and it is doubtful whether they facilitated debt retirement. 

Sixth, in two of the three periods reductions in the federal debt were 
offset in part or in whole by increases in state and local government 
debt. 

Finally, it may be concluded generally that the principal causes of in- 
creases in the debt have been war and, since 1930, deficit financing in 
time of peace. On the other hand, debt reduction has largely been a 
function of increases in the total national income. That income has in- 
creased both because of an increasing population and because of in- 
creasing productivity per capita. It is generally agreed that population 
growth will soon disappear and income will then increase only in re- 
sponse to increasing productivity. At the same time, deficit financing 
is likely to increase in importance as a cause of increasing debts. The 
principal causes of debt increase have been doubled in number; the 
principal factors of debt reduction will shortly have been cut in half. 


HISTORY OF PUBLIC DEBT IN LATIN AMERICA 


By FRANK WHITSON FETTER 
Haverford College 


Sixty years ago Henry C. Adams remarked in his classic work on 
public debts that “it requires but a slight study of modern public debts 
to perceive that an explanation of their origin and development cannot 
be the same for all people,’? and that remark still holds true. Latin 
America is not a political or economic entity. Yet as one surveys the 
history of the public debt in Latin America, it is surprising how much 
most of those countries have in common in their public debt history, 
and how much one can generalize with reasonable accuracy. The most 
striking contrasts are not those among the various Latin-American 
countries, but as between the public debt experience common to most of 
the Latin-American countries, and that of the United States and West- 
ern Europe. 

Despite great economic differences among the Latin-American coun- 
tries, most of them through long periods of their history have had a 
common feature of their national life that goes far to explain their pub- 
lic debt history. This common feature has been a distrust of government 
by the propertied classes within the country and a general custom of 
using their wealth either for the development of their landed estates or 
for luxurious living, frequently in European capitals. No Latin-Ameri- 
can country in its early history had an Alexander Hamilton to advance 
the idea that a national debt could be a national blessing, and to en- 
courage its ownership by the propertied classes as a means of winning 
their support to a strong and stable national government. Henry C. 
Adams has said that under modern constitutionalism “when property 
owners lend to the government, they lend to a corporation controlled 
by themselves. . . . Our modern political society is properly charac- 
terized as commercial constitutionalism, and out of this fact arises such 
guarantee as exists that moneys borrowed by governments will be re- 
paid.” Until very recently few countries in Latin America have had 
for any extended period commercial constitutionalism of the type de- 
scribed by Adams as a prerequisite for borrowing by a government from 
its own pcople. 

The four most striking features of the public debt history of Latin 
America have been: 

1. The almost complete absence of a marketable internal debt. Most 
of the internal debt has been government paper money, bonds issued 


* Public Debts (New York, 1887), p. 6. 
? Ibid., p. 9. 
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to fund unpaid claims, or loans that were practically forced upon the 
commercial banks, and in more recent years upon the central banks. 

2. The foreign ownership, with the exception of some recent develop- . 
ments in Argentina, of a very large part—in some countries practically 
all—of the long-term public debt bought voluntarily by investors. 

3. The importance of the promoter and the loan contractor in the 
marketing of public debt abroad. The foreign ownership of the public 
debt of the Latin-American countries cannot be explained primarily as 
the result of an automatic flow of funds from low interest rate countries 
to high interest rate countries, or in any other impersonal terms that 
conceive of a self-adjusting international loan fund. A large part of the 
long-term foreign borrowing of the Latin-American republics can be 
interpreted only in terms of personalities. These include in the borrow- 
ing countries not only the presidents and ministers of finance but 
frequently private parties who “cut in on the loan” in one form or other, 
running all the way from outright graft to a legitimate desire to further 
railroad construction or other internal improvements. Account must be 
taken on the lending end, not only of the role of the great international 
bankers like the Rothschilds, the Barings, and the House of Morgan, 
but particularly of the activities of more aggressive ankers less in- 
hibited by traditions of sound finance, and of the swarms of promoters, 
go-betweens, and people who knew “the right people.” It is the activities 
of these latter groups rather than interest rate differentials that explain 
so many bizarre episodes in British lending to Latin America in the 
1820’s and around 1870, and in our own Latin-American lending after 
1920. The statement of the British Parliamentary Committee of 1875 
on loans to foreign states, “Your Committee have been much im- 
pressed, in the course of their inquiry, with the great importance of the 
functions exercized by the agent or contractor for a foreign loan,” is 
also applicable to loan operations in the 1820’s and in the 1920's. 

4. A very large part of the foreign-held public debt of Latin America 
has been created, at least ostensibly, for public works. I say ostensibly, 
because the importance that bond prospectuses put on the productive 
use of loans may be largely specious. But even after making generous 
allowances for the diversion of public revenues to other purposes when 
loan funds were available for public works, and after recognizing bad 
management and some plain dishonesty here and there, the fact still 
stands that the percentage of the public debt of Latin America that 
was created for public works was much greater than was the case in the 
United States and in the countries of Western Europe, where a large 
part of the existing public debt originated in war expenditures. 


3 Report from the Select Committee on Loans to Foreign States (Ordered, the House 
of Commons, to be Printed, 29 July 1875). 
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It 


The foreign-held public debt of the Latin-American countries origi- 
nated largely in four periods, and the loan operations in these periods 
are sufficiently well defined to permit the following breakdown: 


1. The loans of the 1820’s to the new countries that had arisen after 
the revolts against Spain, and to an independent Brazil. 

2. The loans of the 1860’s and early 1870’s largely for speculative 
railroad developments, and many to financially unstable coun- 
tries. ‘ 

3. The loans from the 1880’s to the first World War, largely for 
public works in the more stable countries. 

4. The loans of the 1920’s, in large part nominally for public works. 
Up to 1920’s almost all Latin-American government loans, except 
to Cuba and Mexico, had been sold in Great Britain and France, 
but practically all of the loans of the 1920’s were placed in the 
United States. 


In the 1820’s Brazil, and at least six of the republics formed out of 
the Spanish possessions in the New World, sold bond issues in London. 
With the breakup of the Republic of New Granada into Colombia, 
Venezuela, and Ecuador, and the dissolution of the Central American 
Federation into five republics, a total of at least thirteen countries 
started with a public debt that was contracted under circumstances 
that did not augur well for the stability of the public credit of the new 
countries of Latin America. Only a combination of a political interest 
of Great Britain in the new countries of Latin America, a speculation- 
mad investing public in Great Britain, a group of loan contractors 
whose profits were an important motivation in the transactions, and 
finally Latin-American ministers of finance who seemed willing to agree 
to any terms, no matter how outrageous, as long as they brought in 
current funds to a hard pressed exchequer, can explain the transactions 
of the 1820’s. In the light of the history of these early loans, the com- 
ment of Manuel Zozaya, a representative of Mexico who was sent to 
the United States in this period with the mission of raising a loan here, 
is worth quoting. He was unsuccessful in this mission, but possibly with 
the wisdom that came from a detached observation of the terms of 
the successful loan negotiations in England, he reported to his govern- 
ment,. “if it can be said that I have done my country any service on 
this mission, that service can consist only in my having donc nothing, 
at least so far as the foreign loan is concerned.’* Before the end of the 


* Quoted in E. J. Turlington, Mexico and Her Foreign Creditors (New York, 1930), 
P. 24. z 
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_ 1820’s every borrower but Brazil and Chile had defaulted, and Chile 
defaulted in 1841. 

These defaults go far to explain the small amount of foreign borrow- 
ing by the Latin-American countries between the 1820’s and the 1860's. 
In the 1860’s and early 1870s a large amount of new British money 
and some French money was loaned to Latin-American governments, 
principally for public works, and in several cases in connection with 
adjustments of outstanding defaults.” A number of these new loans 
went into default shortly, and the parliamentary investigation of 1875 
revealed a tale of speculation, of excessive commissions to promoters, 
and mismanagement by the officials of the borrowing government, that 
not only makes clear why so many loans went into default, but also 
suggests why citizens and officials of some of the borrowing countries 
felt no great responsibility for resuming service on the debts. 

The new defaults, plus the financial depression of the 1870's, led 
to a sharp decline for a time in foreign borrowing by Latin-American 
countries, but in the 1880’s there was a great increase in foreign bor- 
rowing, particularly by the politically more stable countries. This 
increase of government loans, which accompanied a large amount of 
foreign investment in private projects in the borrowing countries, was 
associated both with favorable financial conditions in the London money’ 
market and with the establishment of stable political regimes in several 
countries, notably Argentina and Mexico, and the desire of the Latin- - 
American countries to build railroads. Argentina, Brazil, Chile, Uru- 
guay, Peru, and Mexico borrowed large sums in the London market, 
and far more than with the loans of the 1820’s and the 1860’s and the 
early 1870’s this borrowing was used for productive purposes. 

British purchase of Latin-American government bonds continued 
down to 1914, though never on the scale of the 1880’s; French and - 
German investors acquired the public debt of several countries; and 
the United States made large investment in Mexican and Cuban bonds. 
Argentina and Uruguay were forced to temporarily suspend payments 
in the 1890’s, but worked out an adjustment accepted by the bond- 
holders. Several other countries, in particular the northwest coast coun- 
tries and the republics of Central America, either continued in default 
on obligations of long standing or went into new defaults in the difficult 
years of the 1890’s. 

The foreign public debt situation of the Latin-American republics at 
the end of the first World War was quite different from that of a decade 
earlier. Mexico’s political upheavals and wholesale default of her public 


5L. H. Jenks, The Migration of British Capital to 1875 (New York, 1927 YP pp. 421-422, 
lists the foreign. government loans floated in London in the period 1860-76 
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debt had removed her for the time from the international loan market. 


The European loan market, and, after our entrance. into the war in- 


1917, the New York loan market, was practically closed to Latin- 
American countries. During the war amortization payments, and some 
repatriation, had reduced the foreign-held public debt of most of the 
Latin-American countries. After the war British and other European 
investors made few new purchases of Latin-American public debt, 
but American investors more than filled the breach. Sales here in the 
1920’s of Latin-American government bonds were close to 2 billion 
dollars. Seven of the ten South American republics, the three West 
Indian republics, and four out of the six Central American republics 
sold bonds in the American market. The history of some of these loans, 
as brought out in the investigations of the Johnson Committee of the 
` United States Senate, and the similarity to the story of British loans 
in the 1820’s, and in the 1860’s and 1870’s, provides bountiful evidence 
in support of the general thesis that history repeats itself, but little in 
support of the proposition that investors learn anything from history. 
Argentina was the only national government of the fourteen Latin- 
American countries borrowing here in the 1920’s that maintained full 
payment, both interest and sinking funds, throughout the depression, 
although three other countries’ met all contractual interest payments, 
either when due or later. Seven countries? worked out settlements, in- 
volving a scaling down of interest, that has been accepted, although 
very reluctantly in some cases, by the great majority of the bondhold- 
ers. Three countries’ are making no payments on their defaulted securi- 
ties, and in addition a large part of the Mexican debt, on which pay- 
ments were suspended in 1913, is still in default. The debts contracted 
before the 1920’s, and held largely in Great Britain, also went into 
default in the 1930’s, and their subsequent history is essentially the 
same as that of the debts of the 1920’s. 


iit 


It is a mistake to regard the Latin-American public debt operations- 
of the 1920’s in the New York market and the defaults of the 1930’s as _ 


representing something peculiar to the bonds of Latin-American gov- 
ernments. It should rather be considered as part of the financial history 


“Sale of Foreign Bonds or Securities in the United States,” Hearings before the 
Committee on Finance, United States Senate, 72nd Cong., ist Sess., Pursuant to S. Res. 
19 (Washington, 1931, 1932). 

Dominican Republic, Guatemala and Haiti. The information on the present status 
of the dollar loans of the 1920’s is taken from Report 1941 Through 1945 and Annual 
Report 1945 of Foreign Bondholders Protective Council, Inc. 

ë Brazil, Chile, Colombia, Cuba, El Salvador, Panama, and Uruguay. 

-° Bolivia, Costa Rica, and Peru. ~ 
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of the incredible twenties, and of the great depression. There are, 
however, two features in connection with the history of Latin-Ameri- 
can public defaults, both in the 1930’s and in early periods, that are 
of some special significance. 

With the exception of Soviet default after 1917 and the defaults by 
Nazi Germany after 1933, there has never been such a wholesale de- 

_ fault on public debt as took place in Latin America in the 1930’s. The 
Soviet and German defaults had their primary basis in a political 
attitude, in the Soviet case toward all capitalists, in the German case 
toward all foreigners, whereas the Latin-American defaults, outside of 
Mexico, had their basis primarily in economic conditions. This is not to 
say that some Latin-American countries could not have made more 
payments than they did in the 1930’s, or that they could not have 
made settlements more favorable from the bondholders’ point of view, 
had they heen willing to put greater pressure on their living standards. 
Dut tie fundamenial Dackyiuuwd ayalise which clits default Bisi y 
took place was that the marketable public debt was almost all held 
abroad, and that the maintenance of full payments with the depression 
conditions of the 1930’s would have involved a crushing burden on the 
economies of a number of Latin-American countries—a burden far 
greater than would have been the case had the bonds been held do- 
mestically, and the income on them subject to local taxation, and the 

` income ex-taxes been available for domestic expenditures or reinvest- 
ment. This situation was undoubtedly complicated by an understanda- 
ble decrease in the will to pay when the creditors were foreigners. It 
seems evident, however, that even if the will to pay had been equally 
great as regards foreign and domestic creditors of Latin-American 
governments, there were institutional features of the public debt situa- 
tion of Latin-American countries that go far to explain the almost | 
unparalleled record of default in the 1930’s on the foreign-held public 
debt. 

Another significant feature of the public debt history of Latin-Ameri- 
ca is that a large proportion of it, after the initial loans of the'1820’s, 
was incurred, as indicated earlier, for developmental public works. 
The history of developmental transportation (as distinguished from 
transportation in Great Britain, Western Europe, and the Atlantic 
Seaboard in this country) is that it has rarely been profitable in the 
narrow commercial sense of giving to those who first put up the money 
the “going rate of return” on investment capital. The history of rail- 
road development in this country west of the Alleghenies, in western 
Canada, in Australia, and in a large part of Latin America outside of 
Cuba, and the seaboard areas of Argentina and Brazil, is that their 
construction was possible only through government subsidy, direct 
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or indirect, or the creation of an illusion in the minds of private in- 
vestors (as a result of a combination of a speculative atmosphere, an 
abundance of funds seeking investment, and the persuasive appeals of 
promotors) that the profit possibilities of the railroads were far greater 
than the facts would warrant. 

The decision whether the risk of these developmental public works is 
carried by private capital or by the government is, to a greater extent 
than economists generally have realized, the result of historical acci- 
dent. In the 1830’s a number of American states, particularly Penn- 
sylvania, Maryland, and the southern and western states, borrowed 
large sums for canal and railroad construction.” The public credit after- 
math of these governmental activities in behalf of transportation was in 
effect a preview of the subsequent history of similar public debt oper- 
ations in Latin America. By the 1840’s nine states were in default.” 
Three of these defaulters’? subsequently resumed payments in full, 
although not before British bondholders had said some harsh words; 
two states*®* made adjustments that scaled down the bondholders’ inter- 
est; and four states** simply repudiated their bonds. 

This disastrous experience of American states in financing internal 
improvements strengthened the belief in the United States that railroad 


construction should be handled by private capital—a policy that it was- 


much easier to carry through because a great public domain was availa- 
ble for grants to railroad corporations. Railroad construction after the 
Civil War, with the exception of a few operations under reconstruction 
governments in the Southern States, was almost all handled in a way 
that did not involve public credit. Foreign investors and investors 
from the eastern seaboard lost heavily from their financing of railroad 
construction in the post—Civil War period, but without any default 
on the public debt, except in a few of the Southern States. 

From the point of view of public credit, the American procedure in 
the post-Civil War period was far better than our pre-Civil War pro- 
cedure, or the procedure that was followed in large part in Latin- 
American railroad development. A bankruptcy of a private railroad 
does not have the serious effects upon the attitude of foreign investors 
toward a country that thé default by a government has, even though 
_ the losses may be the same in both instances. It was our good fortune 

that most of the foreign capital for our developmental public works did 

” This information in regard to the debts of American states is based largely on 
R. C. McGrane, Foreign Bondholders and American State Debls (New York, 1935), 
eye Florida, Maryland, Tlinois, Indiana, Louisiana, “Michigan, Mississippi, and 
Pennsylvania. 5 

1“ Illinois, Maryland, and Pennsylvania. 


2 Indiana and Louisiana. 
* Arkansas, Florida, Michigan, and Mississippi. 
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not come in through public credit, whereas in Latin America most of 
the financial penalties for misguided planning, exuberant enthusiasm, 
business depression, and plain graft in connection with developmental 
public works have come to plague the governments. Conjectural history. 
has limited uses and should be resorted to sparingly, but it might be 
worth while for the economic historian to speculate as to the public debt 
history of a number of our states in the 1890’s, and again in the 1930’s, 
had all of the obligations of the railroads that went into receivership, 
or failed to give a “fair return” to the investor, been contractual obli- 
gations of the states through which the railroads ran. Much of the 


. difference between the bad public debt record of so many Latin- 


American countries and the good record, since reconstruction days, of 
American state governments involves a far more subtle interpretation 
than a contrast between the good government and financial responsi- 
bility uf Anglo-Saxon peoples and the suppased deficiencies of Latin- 
American peoples in the field of political stability and commercial 


morality. 
IV 


Public debt operations in Latin America since 1931 have been limited 
largely to the internal field, and to negotiations in connection with 
readjustment on the outstanding external debt and to its repatriation. 
New foreign loans have been negligible except for those extended by 
the Export-Import Bank. 

Three points stand out particularly in this period. The first is the 
speed with which readjustment of defaults has been worked out, in 
contrast with the long drawn out defaults that followed most of the sus- 
pensions of payment in the nineteenth century. The second is the 
repatriation of substantial amounts of foreign-held public debt. This 
repatriation has gone to the furthest extent in Argentina, where the 
last of the outstanding dollar bonds were called for redemption No- 
vember 15, 1946, leaving only a sterling debt that is more than 
covered by Argentine-held sterling balances. Other countries, in par- 
ticular Chile, Colombia, Uruguay, and Brazil, have repatriated sub- 
stantial amounts of foreign-held public debt, some through private 
purchase but to a larger extent by purchases in the open market by the 
debtor governments. The third point is the development, at least in 
embryonic form, of a domestic market for government securities in 
a number of countries, although Argentina would appear to be the only 
country where the market as yet has any substantial basis outside 
of more or less compulsory purchases by banks and individuals. 

The public debt picture in Latin America in the 1950’s will probably 


1 New York Times, November 17, 1946 (III, 1). 
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be substantially different-from what it was before 1930. Even after the 
readjustments on the outstanding. bonds have been worked out, it is 
unlikely that American investors will be buyers of Latin-American 
public debt on the scale that they were in the 1920’s, or that British 
investors were in an earlier era. As a result of Export-Import Bank ° 
loans of the last six years to Latin America at 334 per cent and 4 per 
cent, Latin-American countries are thinking in terms of an interest rate 
that probably will not interest American investors, even when memories 
of the 1930 defaults have become dim. Latin-American public debt 
operations, in the American market, except for refunding, are likely to 
be largely through the International Bank for Reconstruction and De- 
velopment. The development of industry in Latin America and of a 
wealthy class with what one might call a commercial and financial 
scale of values, support the idea that at least in the moré advanced 
countries of Latin America there will be a far larger proportion of 
public debt operations in the domestic market. The public debt picture 
- of the Latin-American countries is likely to look less like their public 
debt picture before 1930 and more like the public debt situation in 
the United States and Western Europe in the half century before the 
first World War. 


` 


DISCUSSION 


Lucius WILMERDING, JR.: From these three extremely interesting papers 
a very simple fact—-I cannot call it a principle—emerges: that when income 
exceeds outgo the public debt goes down (or the Treasury balances up) and 
that when outgo exceeds income, vice versa. Now I conclude from this that the 
size of any public debt reflects, in some measure at least, the skill with 
which in the past the two elements, income and outgo, have been managed 
and related. I think therefore that an examination of the financial machinery 
by which governments seek to control receipts and expenditures and per- 
chance to bring the two into balance has a very distinct bearing on the 
public debt. 

I want in these remarks to show how in the United States this machinery 
has tended to disintegrate; and, like Dr. Ratchford, I shall begin in 1789 
with the appointment of Alexander Hamilton as Secretary of the Treasury. 

Hamilton, as everyone knows, ran everything, For several years all 
finunclal matters were in the first instance referred by Congress, not to 
one of its own committees, but to Hamilton. So much was this the case 
that when Madison turned against Hamilton and. sought to force his resigna- 
tion, the mode chosen was an attempt to prevent a reference. “He well 
knew,” wrote Hamilton to Colonel Carrington, “that, if he had prevailed, 
a certain consequence was my resignation.” Hamilton, upon a subject being 
referred to him—sometimes even on his own initiative (for he was authorized 
by the act establishing the Treasury Department to prepare plans unasked)— 
would get up a plan, report it with a wealth of supporting arguments, and 
then push it through both Houses. Senator Maclay’s diary gives a picture, 
somewhat biased to be sure, of the mode. A prominent antifederalist summed 
up the situation in April, 1792: “I have long remarked in this House, that 
the Executive, or rather the Treasury Department, was really the efficient 
Legislature of the country, so far as relates to the revenue, which is the 
vital principle of government.” 

Even before Hamilton left the Treasury the system began to change. 
Towards the end of March, 1794, a committee of the House of Representatives 
was appointed to provide funds for equipping the fleet and other measures 
connected with the exigencies of the times; this committee sat daily and 
was no doubt greatly influenced, perhaps dominated, by the Secretary of 
the Treasury. But what is to be noticed is that the responsibility for financial 
planning was taken from the Treasury Department and given to a Con- 
gressional committee, 

When Hamilton was gone from the Treasury and Gallatin had arrived 
in Congress, the new system was regularized. One of Gallatin’s first acts 
was to move the appointment of a committee of ways and means, which was 
to report on the state of the public debt, revenues, and expenditures, and to 
which was to be referred all reports from the Treasury Department and 
all propositions relating to revenue. In the state of political parties which 
then obtained, the effect of this innovation was to put the Treasury Depart- 
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ment “in commission”—to make the efficient Secretary of the Treasury 
a board of fourteen members and to reduce the nominal Secretary to what 
Fisher Ames called “a head clerk.” Still, the system was workable enough; 
granted a committee not hostile to the Executive and a strong Secretary 
of the Treasury, it might even be productive of some good, When Gallatin 
became Secretary of the Tréasury he directed the financial planning of the 
country in much the same manner as Hamilton; it was even noticed that 
during his tenure of office the practice of making references directly to him, 
without the intervention of a committee, was revived. 

So much for the system during the earliest years of our government. 
I want now to come down to the twenty years immediately following the 
Civil War and to show how the jurisdiction of the Committee of Ways and 
Means—which previously had extended over the whole of the financial 
‘legislation of the céuntry, appropriation bills as well as revenue bills—-was 
broken up and subdivided among a host of committees, most of them 
working. at cross purposes. I have recounted the process in my book called 
The Spending Power (page 143), and I hope you will excuse my reading 
the passage as it stands rather than as I might have rewritten it especially 
for this occasion: 


. In .1865 the functions of the Committee on Ways and Means wère divided and 
jurisdiction over the appropriation bills was transferred to the newly created Committee 
on Appropriations. This in itself may have been a mistake, but worse was to follow. In 
1876 a change was made in one of the rules of the House by which any general legislation 
germane to a bill might be in order if it retrenched expenditures. The rule as presently 
construed resulted in putting a great mass of legislation upon the appropriation bills 
and in so overloading the committee in charge of them as to render it impossible for 
its members to devote sufficient attention to the details of the appropriations proper. 
The consequence was as foreseen by Garfield: the rule broke down the Committee on 
Appropriations and dispersed the annual bills to several committees, so that the legislation 
on that subject was not managed by any one committee nor in accordance with any 
general or comprehensive plan. In 1880 the Committee lost control of the Agriculture 
Appropriation bill; and in 1885 Congress deprived it of jurisdiction over the appropriation 
bills relative to the Army, -the Navy, Indian Affairs, Foreign Affairs, and Rivers and 
Harbors. Thus it came about that instead, of one road into the Treasury—and that 
a thorny one--there were seven or eight primrose paths and’ “as many byroads as there 
were members of these appropriations committees.” The predictions of Representative 
Randall came true: the distribution of the bills led to continually increasing appropriations 
and made it more and more difficult to keep expenditures within the limits of receipts; 
the grasp which the Committee on Appropriations alone could keep upon the purse strings 
was relaxed; the spending committees, having intimate and for the most part cordial 
relations each with a particular department, launched out into an unrestrained competition 
for appropriations, the one striving to surpass the other in securing greater recognition 
and more money for its special charge. In these circumstances it is not surprising that 
executive dereliction passed almost unnoticed and that the department heads and bureau 
chiefs came to look upon themselves rather than upon Congress as the ultimate arbiters 
of expenditure. To make confusion worse confounded, requests for deficiency appropriations 
were referred not to the committee which had passed upon the original estimates but.to 
the Committee on Appropriations. 


The Executive at this time was in no better case. If the grasp of Congress 
` on the purse strings was relaxed, so too was that of the Secretary of the 
Treasury. The latter was still interested in the revenue side of the budget, 
but, so far as expenditures were concerned, he was a financial channel rather 
than a finance minister. A mere editor without discretion, he compiled the 
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departmental estimates and transmitted them to Congress in a document 
for which he assumed no substantive responsibility and over which he had 
no control, otherwise than as he might reduce or increase the estimates of 
his own department. 

So extreme a disintegration could not fail to attract the attention of 
reformers both in and out of Congress, During the second decade of the 
present century a determined effort was made to correct the errors. I might 
mention in particular the work of President Taft’s Committee on Economy 
and Efficiency and of the House and Senate Budget Committees during 
Wilson’s administration. Finally, this effort bore fruit. In 1920 the House 
Appropriations Committee was reintegrated, so that today there is only 
one committee; in 1921 the Budget Bureau was created to control, on 
behalf of the Executive, the departmental estimates of expenditures; and 
in 1922 the Senate Appropriations Committee (whose history had paralleled 
that of the House Appropriations Committee) regained its original jurisdiction. 

But the reintegration has been more apparent. than real, Pass over the 
fact that the revenue and appropriations committees remain distinct, and 
look for a moment at the recent history of the House Appropriations Com- 
mittee. Tt has heen broken down into subcommittees between which curtains 
have been dropped fully as impenetrable as those which formerly divided 
the separate committees, The testimony “of members of Congress before the 
La Follette-Monroney Committee is very instructive on this point. From 
it we learn that at the hearings of a subcommittee the estimates are gone 
through with a fine-tooth comb; but we learn also that these hearings are 
secret and not open even to the other members of the appropriations com- 
mittee. After the subcommittee is through, ‘the full committee is called 
together to spend an hour or so in a process known as “marking up the 
bill”; then the bill is reported to the House. All this is done in secret. 
Next, a day is set to commence debate in the House. But no member, 
excepting those few who served on the subcommittee, is really qualified 
to speak in the debate; for the hearings are not available to the general 
membership of the House or to the public, in most instances, until the bill 
reachés the floor, Here’ is what Representative Michener says about the 
process: 


No one in the House has any knowledge, and the public has no knowledge, as to the 
reasons given by the department for the justification of the items contained in the bill. 
I have in mind—and I think it was the agricultural bill this year—where there were 
2,200 pages of testimony given in hearings. When the House commenced consideration, 
the House was presented with this document consisting of 2,200 pages, plus a long bill 
which it had never had an opportunity to see, much less study, and the House proceeded 
for a couple of days until the final vote. It is just impossible for the general membership 
of the House to know much about the hearings. 


When the House passes the bill it goes to the Senate, which, having no time 
to consider it, passes it with a few amendments. The bill then goes to a 
conference committee where the differences are reconciled, and the whole 
business concluded. 

In all this the point to bear in mind is that the appropriations are made 
Piecemeal; that no one gets a view of the whole; and particularly that no 
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one gets a view of the relation between estimated revenue and estimated 
expenditure. 

On the side of the Executive the reform has doubtless been more effective. 


The Budget Bureau exercises a considerable control over the departmental 


estimates. But the separation of responsibility for revenue and expenditure 
. has remained. The Treasury. Department is charged with the raising of 
“money and the Budget Bureau with controlling its expenditure; but the two 
offices have always been separate and distinct. This is a fact worth remarking, 
for it has often been misunderstood. When the Bureau was first set up, there 
was a dispute between the two houses of Congress as to its proper location. 


The Senate wished to place it under the Secretary of the Treasury; the. 


' House under the President. In the end a compromise was agreed on of a 
type dear to the legislative heart but to no other; the Budget Bureau was 
placed physically in the Treasury Department but was made directly 


- responsible to the President; as Representative Good remarked at the time, 


no power at all was granted to the Secretary of the Treasury. In 1939 the 
realities of the situation were recognized and the Bureau was transferred 
to the Executive Office of the President. 

_ Recent months have seen the beginnings of a movement towards re- 
integration. Rumors are current—how well founded, I know not—that the 
Budget Bureau may be placed in the Treasury Department. And in Congress 
provision has actually been made for thè creation of a Budget Committee 
to consider the President’s financial recommendations, This committee consists 
of the Ways and Means Committee and the Appropriations Committee of 
the House and the Finance Committee and the Appropriations Committee 

` of the Senate, meeting jointly. It is to report to Congress by February 15 
a legislative budget for the next fiscal year, including the estimated over-all 

` receipts and expenditures for that year; if estimated receipts exceed estimated 

“expenditures it will recommend a reduction in the public debt, and if the 
contrary is the case,,it will recommend an increase in the public debt by 

‘an amount equal to the estimated difference. 

What practical consequences the new mode will have, I shall not venture 
to predict. The conclusions to which my own studies have led me are that 

.no substantial improvement is to be expected until the Secretary of the 
Treasury becomes once more what: he was in the time of Hamilton and 
Gallatin, a real finance minister, and until the House and Senate, respectively, 
bring their machinery to a point where they are able to deliberate with real 
intelligence on the financial plans which the Treasury Department may 
propose. Revenue and expenditure must be looked at together and managed 
together. So at least we must say, if we put any stock in the maxim attributed 
to Lord Welby, that those who are charged with maintaining a certain head 
of water in the reservoir should have some control over the outflow of the 
sluices. ‘I'o control the size of the public debt is to control the relationship 
between revenue and expenditure. 

Cartes C. Assort: We have heard three very interesting and illuminating 
papers. This session of the American Economic Association will devote much 
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time to public debt, and we are fortunate to have had this opportunity early 
in the session to see the subject in an historical perspective. We are also 
fortunate to have had Mr. Wilmerding’s presentation of the budgetary and 
appropriation procedures underlying the public debt in this country. 

An account of what has happened as regards public debt in this and other 
countries provides us with generalizations and conclusions useful in under- 
standing our own present situation, but reasoning based on actual or apparent 
similarities should not be pushed too far. 

As Professor Fetter has pointed out, the public debt of Latin-American 
countries has been marked by four characteristics: There has been an almost 
complete absence of marketable debt held internally. A very large proportion 
of the public debts of South American republics has been held abroad. 
Promoters and loan contractors have played very important parts in the 
creation of these debts, Very large parts of the foreign-held debts of South 
American states have been created to finance public works. These four 
elements have not heen characteristic of our own history, Moreover, these 
elements have combined to create a situation such that the public debts 
of these countries have not been closely integrated with their own domestic 
economies. This situation contrasts sharply with our own. 

The experiences of France and England are perhaps more comparable 
with that of this country. Yet 1 am skeptical of basing too many -conclusions 
on the apparent similarity. For instance, I am doubtful whether the French 
and English experience prior to the Industrial Revolution is helpful in 
understanding our present situation; and during the greater part of the 
nineteenth century this country had at its disposal a largely undeveloped 
continent and the benefit of a rapidly growing population. 

Our present public debt is so large as compared with earlier amounts in 
this country—whether we look at the absolute figures or whether we compare 
it with some pertinent magnitude, such as national income—that I am 
doubtful whether our previous experience and practice is directly applicable 
under existing circumstances. The debt has grown so great that, as sometimes 
happens, the tremendous quantitative change has brought a qualitative 
change in the problem. Recently one of my engineering friends pointed out 
to me that when we build a bridge fifty feet long the important thing is 
to be sure that the bridge can carry the intended load; but when we build a 
bridge fifty thousand feet long the important thing is to be sure that the 
bridge itself will stand up. No burden we can conceivably put on the bridge 
will break it down. That is, the problem changes qualitatively as well as 
quantitatively as the bridge is lengthened. 

l found one of the most illuminating parts of Professor Ratchford’s 
paper to be his statistical tables, which he of course could not read to you 
in presenting his paper. These I recommend to you when his study is 
published. I wish, however, that we had better information regarding the 
significance of the debt in this country in the past and the part that it has 
played in the operation of our economy. I would like to know, for example, 
how the debt at different periods compared with the then existing volume 
of accumulated savings and the annual increments of new savings. I would 
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be interested in learning how ownership of the debt at different times was 4 
distributed as between institutions and persons and as among different 
kinds of institutions. It would also help me in my thinking if I had some 
idea whether funds released by debt repayment in the intervals of 1815-35, 
1865-93, 1919-30 sought other forms of investment and were directly used 
for capital formation and business expansion, or whether they served chiefly 
to swell the volume of consumer spending. 

One point in all three papers has impressed me strongly; that is, the 
important part that particular. men and particular institutions (or the lack, 
-of particular institutions) play in the interpretation of affairs and analysis’ 
of what happens in the history of public debts: One need mention only such „ie 
matters as Gladstone’s policies, Jackson’s political views, the loan con- 
tractors in Latin America, and the lack of a money market in Latin America 
during the nineteenth century. A general theory or conceptual scheme of 
public debt and debt management seems to me impossible to construct 
without giving careful attention to the financial men and financial institutions 
- present in particular countries at particular times. - 

I would like to add one final word. Public debt is Clearly a political as 
well as an economic question. In studying the subject we must. approach 
it as political economists, not simply as economic theorists, not: merely as 
politicians. > 
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PUBLIC DEBT AND INSTITUTIONS" 


_ By Donar» B. Woopwarp 
The Mutual Life Insurance Company of New York 


The first impressions of that great economist, Robinson Crusoe, 
„when he landed in his postcatastrophe world, came through eyes condi- 
tioned to another environment. But in due time as his eyes became 
conditioned to the Isle of Despair, and with more exploration, he found 
that there was quite a lot more than he had first observed. Only after 
the passage of considerable time did he realize all that there was and 
what could be done with it. 

Adventures into the post World War II public debt have more than 
a little similarity—and I suspect that not enough time has yet passed to 
discover how great the similarity actually is. 

The first impression, due to the previous conditioning we have re- 
ceived, is that the public debt is a known and finite thing, consisting 
of the total appearing on the Treasury Daily Statement, and made up 
of the maturities and types reported in detail in the Treasury Bulletin. 
When so viewed, as preponderantly it is in current discussions; the same 
incorrect and myopic conclusion is reached as that of Robinson. I 
suggest, therefore, that we first take another and more searching look 
at the debt. 

The public debt is a mass of contracts to transfer monetary claims 
within society through the federal treasury with the tax power as the 
ultimate resort.” I have found no statistical method to measure the 
total of these contracts in homogeneous units, but both quantitatively 
and qualitatively the debt seems to me to be something quite different 
than the 260 billion dollar aggregate usually denominated as the public 
debt. 


1 Discussion of the public debt and related matters at the Seminar on Monetary 
Policy at the Institute for Advanced Study, at meetings of the Committee on Public 
Debt Policy and its advisers, with my colleagues at the Mutual Life Insurance Company 
of New York, especially in the Research Division, and particularly prolonged ones with 
Murray Shields and Robert Warren, have been most stimulating and helpful in my 
consideration of this subject, and I wish to acknowledge great indebtedness; also, Mrs. 
Helen Graves, Reference Assistant at The Mutual Life, has been most helpful in providing 
information. For the thesis herein, however, I bear sole responsibility. The footnotes 
are intended more as reading notes than as reference to authority. 

* This definition was suggested by Mrs. Eleanor S. Bagley; I am deeply indebted to her 
for it and wish to make full acknowledgment for what has become the cornerstone of 

this structure. 
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The mass of contracts constituting the debt ranges all the way from 
those which are specific and unconditional to those which are extremely 
nebulous. 1 


$ 


Specific and unconditional contracts include such items as bills, certificates, single maturity 
bonds, commitments to pay fixed annual amounts to public housing projects annually 
over a long period of years, and accounts payable. 


Other contracts are unspecific but also unconditional, such as the E, F, and G bonds, 
which vary as to amounts due and when due, or both. 


Another group of contracts are specific, but conditional on circumstances, such as 
social security payments, pensions. for government employees, guarantees of bank 
deposits and building and loan association shares, amounts pledged to international 
financial organizations, and bonds with payment dates optional to the Treasury. 


Still another group is both unspecific and conditional, such as the mortgages issued 
by the FHA, commitments for support of the prices of agricultural commodities, and 
tax refund obligations. 


Finally, perhaps—for my eyes may not yet be fully conditioned to this new land—are 
contracts wholly nebulous, such as the currency with its promise to pay something 
sometime, claims being pressed against the government, and the mortgages yet to be 
created, but which under the statute “will be insured if they meet certain conditions, 
and which, under certain other conditions will lead to the issuance of obligations fully 
and unconditionally guaranteed by the Secretary of the Treasury. 

Contract identification and classification by degree of specificity is 
only one of a number of possible methods of analysis. The contracts 
may also be classified by maturity or time of transfer, by extent of 
transferability, by rates of interest, by obligees, for example. But all 
such classifications have the same characteristic of starting with some- 
thing clear and unmistakable, and ranging to peripheral obscurity. 

The statistical and as well the conceptual problem of quantitative 
identification of the total and subgroups is equaled by the difficulty 
in identifying intent. The private borrower customarily incurs obliga- 


. tions to raise money for expenditure purposes and the usual view of - 


the debt, based on the limited Treasury report concept, assimilates 
Treasury and private purpose. But a further look dispells this idea as a 
footprint on the sand changed Crusoe’s. Many different intents are in- 
volved in the mass of contracts constituting the public debt. One, but 
only one, is the customary one to raise money for expenditure purposes. 
Another is to provide outlets for investment funds. Another is to pro- 
vide paper appropriate for operational needs. Still another is to limit 
losses of some lenders, and another is the companion piece of limiting 
the costs of certain borrowers. Another is to protect certain groups 
in society. And let me hasten to add a doubt that I have identified all 
of them. 

The dubiety of total and intent is mat 
ence of noncontractual provisions. Bluntly, th 
Drew 


p 


paraphrase of Danie 


He who promises, anothers or his’n 
Must pay for sure, or go to prison 
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is inapplicable regarding much of this mass of contracts we call the 
public debt. It is not simply that the state, like the corporation, has 
“no soul to be damned and no body to be kicked”® to inhibit it: a large 
proportion of the contracts are unilateral, and unlike that of the United 
Mine Workers, there is no question of the right of the one party to 
alter them at will. All of the social security, deposit and share guaran- 
tee, and price support contracts are, for example, of this nature. Many 
of the contracts may be varied as to interest unilaterally, and in a 
broader sense all of them may be so varied as a result of the obligor’s 
control of the interest rate and the necessity of the obligee to reinvest by 
exchange of a maturing contract for a newly offered one. And, of course, 
all of the contracts can be morally, if not legally, altered by the obligor 
by initiation or accession to changes in the purchasing power of the 
claims to be transferred. The mass of contracts not only defies measure- 
ment in humuyenevus units, as remarked above, but deprives the usual 
quantitative approach to analysis of meaning. The effect of mortgage 
insurance is not indicated by the quantitative result of any calculations 
of the present value of the Treasury’s liability, and the same is true 
of the social security contracts, of deposit insurance and many other 
constituents. Unhappy as the fact may be for the devotees of econo- 
metrics, the truth seems inescapable that there are subtle qualitative 
factors involved which cannot be analyzed by customary mathematical 
techniques, and that invention of techniques adequate to cope with this 
mass of contracts may prove to be difficult. 

The debt is distinctive in still another way: it differs, I believe, from 
public debt as it has been known in the past. Public debt at other 
times has been wholly, or at least preponderantly, a fixed amount in- 
curred for purposes of covering expenditure. Therefore, analysis of this 
debt by historical analogy must be cautious and is likely to be in- 
applicable. 

This discussion leaves one still somewhat short of Crusoe’s position 
after he saw the footprint, because he at least knew what the footprint 
was. E 

II 


Crusoe, however, knew that he had seen something of very large 
importance in his life even if he did not know just what the importance 
was, and in this we are one with him. That a debt which, even if we are 
not able to measure it, is clearly a large multiple of any prewar total, 
constitutes a high proportion of total obligations of all kinds, and is 
tremendously more pervasive, is of large importance in our lives pre- 
sumably does not need arguing. One immediate effect upon Crusoe 


* Edward Thurlow. See also Walton Hamilton, American Economic Review, May, 1946, 
p. 735, 
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was to establish certain marked inhibitions, and I think the presence 
of our new companion has a similar effect upon us. 

The most immediately apparent and the most basic inhibition con- 
cerns the attitude and actions toward interest rates. Clearly, this society 
is impelled to a policy of ‘low interest rates by a mass of contracts with 
which it labors; and this coercion transcends party lines. I donot mean 
to argue that the debt is the only reason for attachment to an unswerv- 
ing policy of low rates, being aware of the other bases urged by many 
for the same policy. But the debt is certainly a dominant factor in much 
thinking, and its existence makes many minds receptive to theoretical 
or other arguments which might probably be impervious to them other- 
wise. The footnotes include a collection of statements from many 
sources, showing how widespread is the inhibition regarding low rates.* 


*“Qur debt management policy is designed to hold interest rates at the present low 
level and to prevent undue fluctuations in the bond market. This policy has eased the 
financial problems of reconversion for both business and government. The stability 
of the government bond market has been a major factor in the business confidence which 
has been of such value in achieving full production. Low interest rates haye also relieved 
the burden on the taxpayer. . . . Interest rates will be kept at present low levels.” President 
Truman, Budget Message, January . 10, 1947. 

“In my opinion, substantial changes in interest rates, affecting all maturities, such as 
were formerly employed for purposes of monetary control, are now impractical. I deem 
them impractical because of their effect on the prices of public debt obligations, and there- 
fore on all those holding obligations, and their effect on the cost of public debt 
service... . I do not mean, of course, that so long as anything like the present situation 
exists, we "should abandon the short-term market to its own devices. And I do not mean 
that we should relax our controls so far as to break the 2f rate on long-term govern- 
ment securities. The former is not necessary and the latter is not desirable.” President 
Allan Sproul, New York Federal Reserve Bank, Address to New Jersey State Bankers 
Association, December 6, 1946. 

“We are not on the threshold of a long upward trend in long-term interest rates. It 
seems unlikely that the rate on Government issues will rise above 214% at least as far 
ahead as we can now see. You are all familiar with the problems that might be created 


by a rising trend in rates and the reasons why. our fiscal and monetary authorities wish - 


to avoid such an upward trend. Among these are the increasing cost of the huge public 
debt, the import on the banking system, and the possible disturbance to financial markets 
generally. ” J. H. Riddle, Vice-President, Bankers Trust Company, Address Before the 
New England Bank Management Conference, October 25, 1946. 

“A moderate rise in interest rates, reflecting a moderate restriction of bank credit, 
would be ineffective for precautionary purposes, and would be ineffective as an attack 
even upon the actual development of an inflationary rate of spending if the latter did 
not owe much to an expansion of direct bank lending to business or of new capital 
flotations. Yet even a moderate rise in interest rates would be very unsettling and capable 
of quickly getting- out of control. Once the movement became well started, no one would 
know in advance that it would be confined to moderate proportions (unless this were 
officially announced, in which case much of the efficacy would be sacrificed). All anyone 
could be sure of was that the long established policy of low or declining interest rates 
had been withdrawn. Disorderly selling in considerable volume might develop, necessitating 
large-scale market support by the Federal Reserve System to avoid sharp price declines,” 
Lawrence H. Seltzer, “Is a Rise in Interest Rates Desirable or Inevitable?” American 
Economic Review, December, 1945, p. 843. 

“The government desires and expects that low interest rates will continue after the 
war. It proposes to pursue a monetary policy which will encourage, through low interest 
rates, the investment of funds in productive capital contributing to employment.” 
“Canadian White Paper on Employment and Ticome,” Federal Reserve Bulletin, June, 


1945, p. 542. 
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But while the interest rate inhibition is the most prominent, there are 
others which, while less documentable, seem to me little less firmly 
fixed. To not a small degree they rest on the interest rate inhibition, 
but they also have some basis of their own. 





“A policy’ of low interest rates clearly benefits the taxpayer by making possible a 
lower level of government expenditures and consequently a lower level of taxation than 
would otherwise be possible. More important, Iow interest rates will be a stimulating 
force in the economy generally, as they will make it possible for the home buyer to get more 
house value for each dollar of monthly payment; for state and local taxpayers to get 
more schools and more hospitals for their tax dollars, and for industrial concerns and 
public utility companies to get more plant for every dollar of their fixed charges.” (Then) 
Secretary of the Treasury Fred M. Vinson, New York Times, November 28, 1945, p. 33. 

“The interest policies followed in the refinancing operations will have a major impact 
not only on the provision for interest payments in future budgets, but also on the level of 
interest rates prevailing in private financing. . . . Low interest rates will be an important 
force in promoting the full production and full employment in the postwar period for 
which we are all striving.” President Truman, Budget Message, January 22, 1946. 

“The Federal Reserve stands ready tn purchase short-term government securities in 
the open market in order to prevent short-term interest rates from rising above the 
level the government is now paying. This assurance is necessary from the standpoint 
of the government’s financing operations, and was given because the Board does not 
favor a higher level of interest rates than the government is now paying.” Federal Reserve 
Board, 1945 Annual Report, p. 7. 

“So one result of this unprecedented government debt which now faces us is this: 
in order to keep down taxes and prevent the price of government bonds from falling 
as they did after the last war, the federal government is going lo have to keep interest 
rates stable.” Gov. Thomas E. Dewey, Speech in San Francisco, New York Times, 
September 22, 1944. 

“So we come down to these two circumstances: (1) That the government must willy- 
nilly maintain an easy money policy; (2) that all of us who are concerned with the 
security of our banking system and the economic stability of our country must hope 
that the government can succeed in its objective. Accordingly, I would place my bets 
on the side of continued low interest rates.” New York State Superintendent of Banking . 
Elliott V. Bell, January 25, 1945. 

“.,. it is highly desirable that the Treasury follow a militant policy of interest rate 
reduction except where subsidies are to be granted on the basis of broad social desirability.” 
Paul A. Samuelson, Postwar Economic Problems (McGraw-Hill, 1943). 

“T must emphasize how much the task of my successors in dealing with this [internal 
debt] will be lightened by the successful establishment and maintenance of cheap rates 
of borrowing by the Treasury. . .. I reiterate the practical possibility as well as the 
advisability of low interest rates after the war. ... The favorable effect on the finance, 
for example, of the housing program is obvious. But that is no more than one impressive 
example of the beneficent effects which will be felt in many directions. Some authorities 
have thought of a fall in the value of money as something which will become almost 
inevitable if the national debt rises too high. . . . Now it seems to me a much better 
means has been discovered, in the shape of a low interest rate, for mitigating the real 
burden of the national debt incurred in time of war. It has been the establishment and 
maintenance of low rates which have helped to remove that particular threat to the 
maintenance of the purchasing power of money.” (Then) Chancellor of the Exchequer 
Sir John Anderson, Hansard, April 24, 1945, pp. 714-715. 

“The level of money rates can have a profound long-run effect on the volume of 
investment, particularly in the case of heavy, long-lived capital goods such as buildings 
and other improvements to land. The lower the rate of return at which existing assets 
of this character are capitalized, the higher their capital value, and the easier it is, 
at any given level of construction costs, for new structures to compete with them. There 
can be no doubt that low money rates (whether interest rates or equity yields) if 
continued over a period of years, tend to increase both the stock of capital goods and 
the investment required to create and maintain it.” George Terborgh, The Bogey of 
Economic Maturity (Machinery and Allied Products Institute, 1945), p. 212. 
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That an inhibition regarding commodity prices results, is scarcely 
less evident than that one exists regarding interest rates. The debtor’s 
income is affected by prices just as its costs are affected by interest rates 
and the reaction tends to be the same for the same reasons. Actions are 
taken—or are not taken—which encourage high (sometimes euphe- 
mistically called “stable’”) prices, and conversely actions are taken—or 
are not taken—against any tendency, or even the possibility of any 
tendency, for declining prices. The risk of inflation is deemed less 
serious than the risk of deflation insofar as action, though not neces- 
sarily words, is concerned. Again, I am not unaware that actions 
taken or not taken are supported by premises other than the existence 
of the debt, but that the existence of the debt makes many ‘persons 





“One of the most important single inducements to private investments is the ‘maintenance 
of a low interest rate.” U. S. Department of Agriculture, Miscellaneous Publication No. 
570, July, 1945. 

“The stability of the government bond market results in a degree of business confidence 
which is of tremendous value in achieving and maintaining full production. It contributes 
to the confidence of the public in the credit of the United States and in the enduring 
stability of the'currency. We must not impair this confidence.” Secretary of the Treasury 
John W. Snyder, Address to the American Bankers Association, September 24, 1946. 

“Tt may well be that in the future the rates of interest will be lower.” Chancellor of 
the Exchequer, Hugh Dalton, “Britain’s Credit Is a National Interest,” National Savings 
Committee. 

“Federal Reserve support of the bond market should be withdrawn cautiously, but 
withdrawn. Money may thus be allowed to become, but not be made less cheap, though 
not dear.” R. C. Leffingwell, “Managing Our Economy,” Yale Review, 1945. 

“Since most of the short-term debt, outside of the Reserve System, is held by the 


banks, an increase in the short-term rate would add to bank earnings, which are still - 


at very high levels due to government bond holdings. It would add to the cost of carrying 
the public debt. It would not reduce the existing money supply. It would not reduce 
consumption. It would add nothing to production—the basic need of the hour. It would 
have no real bearing as an anti-inflationary factor. We have been witnessing a rapid rise 
in business, consumer, and mortgage credit. It is hardly reasonable to suppose that short- 
term rates on government securities could be increased sufficiently to deter this private 
borrowing. ... In my opinion, this long-term rate should not be permitted to go up, and 
if need be, the market must be supported by the Federal Reserve. Otherwise, the cost of 
carrying the public debt would be increased, many outstanding savings bonds yielding 
lower rates would be ‘cashed in and the funds invested in the higher yield market issues, 
and heavy losses would be incurred by holders of outstanding market bonds.” M. S. 
es Address to Bank Management Conference of New England Council, October 25, 

946, 

“ ... a rational management of the public debt and of monetary policy should make 
a 2% average interest rate on government bonds a reasonable expectation.” Alvin Hansen, 
Financing American Prosperity (Twentieth Century Fund, 1945), p. 216. 

“A policy of cheap money should be regarded as an integral part of any plan for full 


employment [p. 149]... . It should be possible to reduce the rate of interest well below 
2%4%; this change, desirable and justifiable on many grounds, is the simplest route 
to lower rents [p. 165]. . . . The rate of interest must be kept low—as low as possible 


[p. 338].” Sir William H.: Beveridge, Full Employment in a Free Society (George Allan 
and Unwin, 1944). : 

“If my assumptions about the basic characteristics of the past transitional period 
are correct, the chief function of monetary policy will be to keep interest rates low.” 
Alan R. Sweezy, American Economic Review, May, 1946, p. 303. 

“Cheap money is an essential part of any full employment policy.” The Economist, 
March 2, 1944 (Centenary issue), p. 38. à : 


a 
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receptive to and users of the other arguments can hardly be doubted.’ 

Akin to both of the foregoing is an inhibition regarding the quantity 
of money. Society today does not want any significant deflation in the 
quantity of money and will go to great lengths to avoid it. Again, the 
existence of the debt is not the only premise which makes any thought 
of contraction anathema, but the debt opens the door and presents the 
other reasons to court under favorable auspices.* à 

Taxation likewise appears to be significantly inhibited by the exist- 
ence of the debt. The abolition of tax exemption in that part of the debt 
consisting of public issues in March, 1941, was one of the evidences. 
Some of the attachment to high and progressive rates is of the same 
nature as that which abhorred Treasury rentiers in other days and in 
other places. The discussion of specific taxes on specific debt-holding 
institutions is another example.’ 


*“The government will be prepared, in periods when unemployment threatens, to 
incure the deficits and increases in the national debt resulting from its employment and 
income policy, whether that policy in the circumstances is best applied through increased 
expenditures or reduced taxation.” Canadian Minister of Reconstruction, Employment 
and Income, Presentation to Parliament, April, 1945, p. 21. 

“The fact is that inflation of bank credit is almost inevitable under a rate pattern 
which offers a constant inducement for banks to borrow from, or sell short-term 
securities at artificially low rates to the Federal Reserve banks while at the same time 
extending thcir investments in the longer-term higher yielding issues.” National City 
Bank Letter, November, 1945. > . i 

“Imagine for a moment what would happen if we were plunged into another depression, 
Would we then have the cash or the willingness to pay the taxes necessary to meet just 
that annual debt charge? The answer, bluntly, is ‘nò? And that, I think, brings us to 
the fundamental significance of America’s debt, which is: We must remain prosperous 
_ and srs full employment to carry it.” Sylvia F. Porter, New York Post, November 
21, 1945, : 

“During the past three or four years, and especially in the past year, you and I 
have heard and learned a great deal about the dangers of inflation and deflation. Both 
are bad. But I am here to tell you that in the period from 1929 to 1933, I learned, through 
struggle and personal and official punishment, that, of the two evils, deflation is equally 
as deadly as inflation, if not more so.” Undersecretary of the Treasury O. Max Gardner, 
before National Association of Supervisors of State Banks, September 19, 1946. 

*“Although the average rate of interest on the entire debt is about 2%, the rate 
on short-term loans held by banks is much lower. This suggests the possibility of lowering 
the average rate still further by increasing the proportion of debt held by the banks 
as short-term loans.” What Peace Can Mean to the Farmer, Miscellaneous Publication 
No. 570 U. S. Department of Agriculture, July, 1945, p. 25. 

“ | ,. the absolute size of the national debt does not matter at all.” Abba P, Lerner, 
renee Finance and the Federal Debt,” International Postwar Problems (October, 
1945), p. 541. 

“There was a time when the public had to accept whatever volume of deposits the 
central bank thought was good for it. Now, by contrast, the public in effect decides what 
volume of deposits the central bank must provide. This is, indeed, a revolutionary change, 
but it is not one that can, in strict logic, be attributed to the war. The revolution in 
fact occurred as long ago as 1932 with the adoption of the cheap money policy. The 
‘new’ proposition—for such it still seems to many—depends absolutely upon the as- 
sumption that the authorities will seek to maintain cheap money. So long as they do, 
they must. dance to the public’s tune. They can regain their freedom of action only at the 
expense of the cheap money policy.” The Economist, August 4, 1945. 

‘The government has two ways of channelling idle savings back into the income 
stream; that is, either through taxation or through borrowing. As between the two, 
I believe that taxation must carry the main burden. I would be most hesitant to see 
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The Brobdingnagian and pervasive aspects of the debt inhibit re- 
liance upon or even use of that nineteenth century ideal called the 
market place, at least for obligations. The stake of the state as viewed 
from F Street, Wall Street, and Main Street is too great.to permit the 
chance that the higgling will produce unwanted results. More or less 
firm control will produce the desired results, it is confidently believed, 
and more or less firm control is thus enthroned. Other proponents, of 
course, urge the enthronement and even write persuasive statements of 
legitimacy, but the debt is, I believe, the Stone of Scone.’ 





further additions to the public debt after the war.” M. S. Eccles, “The Postwar Price 
Problem-—Inflation or Deflation.” Address to National Industrial Conference Board, 
November 16, 1944. 

“The individual income tax is progressive, on the ‘ability to pay’ principle, and 
heavily taxes large incomes from whatever source derived. The hidden tax of cheap 
money strikes at rich and poor alike. Its discrimination is directed at those who save 
to provide for the future.” National City Bank Letter, June, 1946, p. 69. 

“A very considerable proportion of interest payments tends to be saved, because the 
bulk of the debt is owned by wealthy individuals and by banks. Although the leakage 
from the income stream which results should not be overestimated, it undoubtedly 
exists. Since our present tax structure already weighs heavily upon the higher income 
groups, very little can be done in the way of tax readjustment to reduce this new 
leakage.” Henry C. Wallich, “Debt Management as an Instrument of Economic Policy,” 
American Economic Review, June, 1946, p. 299. 

“An internally held debt represents a transfer of funds within the community. It is 
true that attention must e paid to the character of the tax structure through which 
the transfer payments are affected.” Alvin H. Hansen, Fiscal Policy and Business Cycles 
(W. W. Norton & Co., 1941), p. 172. 

“Since the final impact of all taxes rests on individuals, regardless of where such 
taxes may be levied, the committee believes that direct progressive taxation of incomes 
is not only the soundest tax vehicle in a democracy, but will also be the least repressive 
to production and employment.” House Special Committee on Postwar Economic Policy 
and Planning, “Economic Problems of the Reconversion Period,” September 8, 1944. 

“Retaining high taxes on the masses of consumers for general reduction of debt held 
by financial institutions may destroy purchasing power and create unemployment. But 
the use of progressive taxes for the redemption of bonds held by millions of individual 
savers have a stabilizing influence on incomes, and employment.” President Truman, 
Budget Message, with outlays- for war and its aftermath, January 10, 1945. p 

“Nor can we afford to forget the political drawbacks of the large rentier class.” Howard 
S. Ellis, Financing American Prosperity (Twentieth Century Fund, 1945), p. 139. 

“The tax structure that taxpayers, both individual and corporate, can best live with 
will meet the test of fairness by relying on levies based on ability to pay. ... Our chief 
reliance should be on those taxes which give fullest recognition to differences in tax 
paying ability and which draw least heavily on the dollars most likely to flow into 
consumer markets and productive investment. On balance, the progressive personal income 
tax best meets these tests and accordingly should be the cornerstone of our peacetime 
revenue system.” Annual Report of the Secretary of the Treasury for the Year Ended 
June 30, 1945, pp. 3, 4. 

®Low cost of money “would facilitate the task of refunding the public debt and 
safeguard the value of government security holdings of the millions of individuals, 
educational institutions, trusts, banks, insurance companies, and other investors, who 
have placed tens of billions of dollars in government bonds to help finance the war.” 


Annual Report of the Federal Reserve System, 1943, p. 19. 

“In order to keep down taxes and prevent the price of government bonds from falling 
as they did after the last war, the federal government is going to have to keep interest 
rates stable.” Gov. Thomas E. Dewey, Address in San Francisco, September 22, 1944. 

“Just as I see no reason for substantially higher interest rates in the postwar period, 
I do not see any need for a wholesale postwar funding of the public debt into long-term 


bonds. In the first place, it would cost the taxpayer more in interest. Next, it would 
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Attainment of the numerous objectives of the debt requires that its 
evidences be attractive to hold, and one of the most attractive attri- 
butes to a generation which saw prices melt away in the early thirties 





shift whatever risk there is inherent in fluctuating interest rates from the government, which 

is able to bear it, to individuals, institutions, and corporations. Certainly, the day is 

past when the United States Government need ask its citizens or its business enterprises 

to insure it against change in the rate of interest.’ (Then) Secretary of the Treasury. 
Henry Morgenthau, Speech at War Bond Rally, October 14, 1944. 

“The impact effects of a falling bond market, moreover, could well be dangerous.” 
Lawrence H. Seltzer, “The Changed Environment of Monetary-Banking Policy,” American 
Economic Review, May, 1946, p. 73. 

“Tf marketable securities were to be issued at rates to yield appreciably more, the 
present holdings would decline in value and the banks would lose heavily unless the 
present values were underwritten by the government in some way.” Harley L. Lutz, 
Tax Review, September, 1944. 

“The necessity for a high degree of stability also arises out of the enormous debt 
that has been created and the large holdings of banking institutions. Wide fluctuations 
in government bond prices would create a heavy burden of adjustment for both the 
Treasury and the banking system. The maintenance of confidence. in government security 
prices is essential in order to prevent unnecessary liyuidalion and market disturbances. 
The enormous war debt has created a situation which has made it necessary to prevent 
the wide movements of interest rates that characterized our economy during certain 
periods in the past.’ Bankers Trust Company, “United States Government Securities 
and the Money Market,” January, 1945, p. 22. 

“When the debt is large and the bank share of it substantial, stability of interest rates 
becomes increasingly essential and general monetary control has to give way to a policy 
of ‘maintaining orderly market conditions’ for government securities.” John H. Williams, 
Financing American Prosperity (Twentieth Century Fund, 1945), p. 382. 

“The most important requirement of the small investor is that the securities which he 
purchases shall be absolutely free from risk. The small investor wants to be sure that he 
can get his money back when he needs it. He accepts on faith the type of obligation which 
the government offers him. He does not want to gamble with his principal. The Govern- 
ment securities sold to small investors during the last World War were marketable. They 
were consequently subject to price fluctuation. After the war, the prices of government 
bonds fell precipitously. Four Liberty Bonds, the largest issue, sold below 83 in 1920. 
The government of course met all of its obligations issued in World War I in full, in 
accordance with their terms. But many small bondholders who sold during the decline 
were embittered against the Government. They had bought the bonds at the Govern- 
ment’s request, and did not understand—and could not be expected to understand— 
the ‘normal risk of the market.’ I have said on previous occasions, and I say here again, 
that I do not anticipate an increase in interest rates (with a consequent decline in bond 
prices) after this war. But the Treasury felt—and Congress agreed with us—that the 
small investor is entitled to more than merely the expectation of a stable market after 
the war. He is entitled to a legal guarantee.” Report of Secretary of the Treasury Henry 
Morgenthau to Congress, July 21, 1945. 

“Past experience has demonstrated that the maintenance of stable and prosperous condi- 
tions cannot be assured by exclusive reliance upon the free play of market forces... . 
With the public debt as large as it is today—twice the entire private debt of the country— 
a free market is out of the question if that is taken to mean an unmanaged, unsupported 
market.” M. S. Eccles, Address to Bank Management Conference of New England 
Council, October 25, 1946. 

“I do not sce how the Federal Reserve authorities can decide otherwise than to do 
everything they can to support the government bond market. The Treasury’s influence 
would certainly be expected to be exerted powerfully to this end, for apart from any 
theory respecting the continuous desirability of low interest rates, the Treasury will be 
facing large new and refunding issues for many years to come.” Lawrence H. Seltzer, “Is a 
Rise in Interest Rates Desirable or Inevitable?” American Economic Review, December, 
1945, p. 849, 

“The control of capital values in the bond market has become one of the most important 
aspects of present-day monetary policy. A central banker, now, shows the same concern 
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\ 
is convertibility into cash at stated amounts: Consequently a powerful 
inhibition prevents conversion of any of the debt into investment in- 
struments in the purist’s connotation. The logic of Henry Simons’ ' 
proposal may be impeccable? but the chances for its acceptance seem 
slight indeed. ‘Not one element of the debt from certificates to insured 
mortgages shall cross that liné of par or purchase price or fail to be 
convertible into cash without market risk.” 

The ‘public debt’s proselytism of liquidity inhibits risk-taking in- 


vestment, already truncated by the terrifying passage of the thirties. 


and numerous environmental factors including the tax structure, the 
labor quest for power, and the combination of undigested new and out- 
` moded old regulation. Financial security in other days was obtained 


by the promise to pay of a reasonably responsible obligor or confidence’ 


- in ability to attain it through thrift and ingenuity. While these are by 
no means: unused today, the number of cases where the stamp of 
government, or assurance that it can be had in adversity, is the only 
verisimilitude of security, is not small."* 

The inhibitions of money supply, interest rates, and prices at least 
furthered by the debt in turn produce an inhibition: that against sub- 
stantial retirement of the debt itself—unless by the “painless” method 
of the lucky accident of a cash balance accumulated by excess borrow- 
ing. The risk to interest rates, the risk to the price level, the risk to the 
money supply which debt retirement engenders is too great for the 

‘comfort of some of the apprehensive, and those who would have the 
funds for pet ezpenditures or pet tax reliefs do little to discourage the 
fears.” 





` over developments affecting his carefully constructed rate pattern as over movements in. 


his member banks’ reserve position. To some extent, of course, this is the result of such 
commitments as exist between the central bank and its government for the maintenance 
of the price of public securities. But beyond that, there is the realization that major 
movements in security prices may prove definitely unsettling.’ Henry C. Wallich, “The 
ae Significance of the Interest Rate,” American Economic Review, December, 1946, 
. 780. 
Ps “Our federal debt should be refunded “promptly and totally into currency and consols ` 
. we should mop up money not. with othér moneys slightly disabled but with money 
contracts as much unlike money as possible.” Journal of Political Economy, December, 
1944, pp. 357, 359. 

» éThe second major objective of the Treasury in its war borrowing—second only to 
the objective of avoiding inflation—has been to adapt the securities which it has offered 
to the public to the requirements of the various classes of investors.” Report to Congress 
by Secretary of the-Treasury Morgenthau, July 21, 1945. N 

uc... the F.H.A. has aided the marshalling of private capital for a most worthy social 
purpose, with the government assuming the unpredictable risk. What better formula has 
yet been devised to aid the continuation of capitalistic and democratic freedom of enter- 
prise?” L. Douglas Meredith, “New Methods of Realty Financing,” Address in Misso 
October 25, 1945. . 

2 “From "June. 30, 1937 to March 30, 1938, the Treasury’s books showed a cash surplus 
of about 100 million dollars.. That was the last time the federal government balanced its 
budget. It was the only time the New Deal ever did. This retreat from deficit spending 
was accompanied by one of the swiftest industrial declines in American, history. . . . To 
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These eight inhibitions—regarding interest rates, commodity prices, 
quantity of money, taxation, the market place, convertibility, risk- 
taking, and debt retirement—not only exist, but existing, have great 
power, as inhibitions usually do. Certainly, these inhibitions induced 
by the mass of contracts for the transfer of monetary claims have 
changed, or at least have been a factor in changing, our procedures 
markedly just as the inhibitions resulting from the footprint did to 
Crusoe. 


IIT 3 


The institutions of society—the. effect upon which of the public debt 
I am supposed to discuss—have been identified by Mr. Robert B. 


retire large amounts of government debt when economic stagnation threatens would 
almost surely send the economy into a tailspin. The downrush of 1937-38 would be mild 
in comparison.” Leo Barnes, “How Dangerous Is the Public Debt,” Atlantic Monthly, 
February, 1946, p. 94. 

“We may oversimplify the situation when social security taxes exceed current benefits 
by saying that present workers are reducing the funded debt in exchange for an expecta~ 
tion that future workers will produce for their consumption when they become beneficiaries 
of the social security scheme. Bearing in mind that social security wage taxes are distinctly 
regressive, this leads to the question, is it good policy to use this kind of a tax to reduce 
the public debt.” Issues in Social Security. A Report to the Committee on' Ways and 
Means of the House of Representatives by the Committee’s Social Security Technical Staff 
(G.P.O., 1946), p. 116. 

“However, it is neither necessary nor desirable that the program of debt retirement 
provide for a fixed annual payment.” Postwar Agricultural Policy, Report of the Com- 
mittee on Postwar Agricultural Policy of the Association of Land Grant Colleges and 
Universities, October, 1944, p. 9. 

“In the years ahead, the debt retirement policy of the Treasury will have to take into 
consideration the effect of public debt reduction on business activity and the potentialities 
of employing variations in the amount and ownership of the debt as an instrument of 
credit control.” Management of the Public Debt, Institute of International Finance of 
New York University, Bulletin 142, February 18, 1946, p. 5. 

“The main point to be made here is that what we ultimately aim at in our economy 
is a reasonable stability of prices and that we ought to repay the debt or increase it 
further mainly according to whether or not we expect prices to rise or whether we expect 
them to fall.” Neil Jacoby, How Dangerous Is the National Debt? (University of 
Chicago Roundtable, May 12, 1946), p. 18. 

“At the present time it looks as though there will be little net debt redemption within 
the next generation. Substantial redemptions will be costly—far too costly it appears 
for taxpayers to desire debt redemption in preference to reduction of current taxes [p. 281]. 
. »» Substantial reductions in the federal debt during the next few decades seem to be a 
remote possibility. We must rather find our consolation and pride in the wise management 
of the national obligations [p. 282].” Simeon E. Leland, “The Government, the Banks 
and the National Debt,” Commercial and Financial Chronicle, January 17, 1946. 

“Whether a public debt should be reduced or not depends exclusively upon the general 
economic situation and not upon judgments derived from private accounting considera- 
ten Alvin H. Hansen, Fiscal Policy and Business Cycles (W. W. Norton & Company, 
1941), p. 144, 

“The more impressed one is by the theory that our economy tends to stagnate, the 
more objectionable is the repayment of debt [p. 170]... . It may be a shock to many 
to learn that a public debt of $4,000 billion may be carried by the economy without a 
collapse of the «capitalist system, a repudiation of the debt, or a great inflation. Yet the 
arithmetic of the problem suggests this conclusion [p. 184]. ... We hope that a public 
debt of $4,000 billion or even of $1,000 billion will not be necessary. In any case, the 
man in the street worries too much over a public debt of $100 to $200 billion [p. 185].” 
Seymour E. Harris, Postwar Economic Problems (McGraw-Hill, 1943). 
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Warren” as the family, the church, the business organization, and the 
state. Around and through these four, the individuals of society have 
organized themselves for the accomplishment of the ends they seek. 
And around and through these four it is obvious that the tendrils—in 
deference to Mr. Chase’s semantics I do not say tentacles—of the 
public debt and the inhibitions it has induced extend profusely. The 
debt, as here defined, and the resulting inhibitions, is having and I 
think will continue to have, a marked effect on all four of the institu- 
tions. 

The basic functions of the modern family, after the erosion of its role 
by urbanization and division of labor, are three: procreation, education, 
and living.** These functions motivate a variety of decisions regarding 
the determination and direction of effort, expenditure, accumulation, 
and investment—all. designed, wisely or unwisely, to accomplish the 
family’s ends. 

Upon these decisions the mass of contracts called “the public debt” 
and the induced inhibitions exercise now, and may in future exercise 
even more greatly, significant influence. That influence, small or great 
as it may be, constitutes pressure for a passing on, a transference, to 
other institutions of society, of some responsibilities, or parts of re- 
sponsibilities now and hitherto lodged with the family. Currently most 
striking is the further transference to the business organization and the 
state of the. responsibility for necessary financial liquidity. But other 
responsibilities being more or less rapidly passed on to other institu- 
tions, at least partly due to the debt and the resulting inhibitions, in- 
clude provision for personal catastrophe, credit worthiness to assure 
reasonable financial flexibility (a term, incidentally, being more and 
more made synonymous with need), maximization of income, provision 
of education and training, and investment of savings and the resulting 
administration of investment. 

In all of these instances—and study will doubtless reveal others— 
the mass of contracts, and the resulting inhibitions, are influential. 
Sometimes they accentuate other influences, sometimes they counter 
others, sometimes they are alone. But I believe they can be stated as 
positive, even without the necessity to rely upon that professional 
perihelion of unreality “other things being equal.” 

In essence, the influence of the debt is toward further defunctionali- 
zation of the institution of the family. - 


2 The State in Society (Oxford University Press, 1940), p. 4. 

4 See Blackmar and Gillin, Outlines of Sociology (Macmillan, 1920), pp. 112-123, and 
Marion B. Smith, Survey of Social Science (Houghton Mifflin Company, 1945), pp. 177, 
199, 281. v 

3 «When full employment is added to social security, the sanction for slackness almost 
disappears: the worker knows that he is unlikely to lose his job and that his sufferings 
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The second of the four institutions identified by Mr. Warren is the 
church. Leaving aside the spiritual, the basic temporal functions of the 
church are education and charity.’* Upon these functions the debt ap- 
pears to be exercising substantial influence froni two sides: the church’s 
means to perform the responsibilities are shrinking, and the demands 
upon it are being reduced as the family transfers them to the business 
organization and the state. The result is that the church is being further 
defunctionalized as to temporal activities; it is for others to say whether 
its spiritual function will be affected by this development. 

Business organization, Mr. Warren’s third institution, contains three 
functions: eleemosynary, productive, and claim administrative. These 
functions are sometimes mixed in the same corporation or association, 
sometimes not. But whether or not mixed in organization units, the 
debt has a marked influence. 

The eleemosynary function is in the same present and future position 
as the temporal functions of the church, and the influence of the debt 
appears identical. Some remarks of Dr. Vannevar Bush are illustrative 
of this group: “. . . during the past ten years the amount of new endow- 
ment to medical schools has greatly diminished. At the samc time the 
income from present endowment has been cut by onc third... . An- 
other source.of research funds is the foundations, but, as in the case of 
the universities, the income from foundation endowment is decreas- 
ing.” 

From the productive function of business organization, as from the 
family, certain responsibilities are being in part or in whole passed on, 
under the influence of the debt. These include the responsibility for 
liquidity; the responsibility, or type, of employee compensation; de- 
termination ot the rate earned on Invested capltal;"° aud Lue pricing of 
products. Clearly, if the transfer of the responsibilities proceeds beyond 
a certain point—and some believe we are already near that point—the 
responsibility for the volume of private production, distribution, and 
employment itself will have passed on from the production function 
as initiative is diminished by rising evaluation of risk and falling 
expectation of profit. In essence, as in the case of the family, the church, 
and the eleemosynary organization, the effect of the mass of contracts 
called the debt, and the inhibitions induced by it, is the further de- 
will be limited if he does.” “The Carrot and the Stick,” The Economist, June 29, 1946. 

“The adoption of liberal old-age pensions may considerably affect the structure of the 
family.” Robert Warren, The State in Society (Oxford University Press, 1940), p. 32. 
1 Marion B. Smith, Survey of Social Science (Houghton Mifflin Company, 1945), 


pp. 301, 309. i 
™ Science, the Endless Frontier (July, 1945), pp. 50, 52. 





ea... the trend toward lower rates of profit on larger investments is inevitable; and 
business will suffer less by accepting this trend and adjusting itself to it, than by resisting 
it... ” John Maurice Clark, Financing American Prosperity (Twentieth Century Fund, 


1945), p. 107. 
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functionalization of the productive function of business organization. 

The claim administration function of the business institution em- 
compasses what are usually called financial institutions, together with 
the large financial activities within the production function organiza- 
tion, and together with labor unions, farmer, and veteran groups which 
in essence are organizations dealing with past, present, and future 
financial claims of their members. This claim administration function is 
the destination of many of the responsibilities being transferred from 
the family, the production function and to a degree from the church 
and eleemosynary organizations: parts of their responsibilities for 
financial liquidity, provision for personal catastrophe, credit worthi- 
ness, maximization of income, investment and investment administra- 
tion, education and training and charity, employee compensation, de- 
termination of rate earned on invested capital, and pricing of goods 
and services. 

The influence of the debt upon these claim administration groups, 
however, is the same as the other functions which we have examined; 
the responsibilities are being passed on, in this case, to the state. Both 
the responsibilities passed to claim administration from other groups, 
and as well those heretofore regarded as its own, are being passed on. 
Indeed, in many respects, the process of transfer is even further ad- 
vanced and more comprehensive in the claim administration function 
than in any of the other institutions. For there has passed, or is rapidly 
passing, to the state the responsibility for the cost of service, the rate 
of return, the liquidity, the nature and administration of assets, the 
scope of function—virtually every key responsibility, both in domestic 
and as well in the international sphere. As Miles Colean has recently’ 
succinctly stated it: “One thing is evident. The financial institutions 
and the monetary system are going to have to live with government in 
an association that makes their past intimacies appear Platonic.’ 

Indeed, it would not be difficult to argue that, conceptually, the claim 
administration organizations are within the institution of the state 
instead of within the institution of business organization. I am not yet 
ready to go so far, though the direction of movement is inescapably 
apparent. I should rather interpret the development as an extension 
of business organization some distance into the area which many wish the 
state to occupy and which it does occupy in other places and at other 
times. In any event, as in the other institutions and functions, a process 
of defunctionalization—or, if you prefer, refunctionalization—is oc- 
curring as the result of the mass of contracts called the debt, and the 
inhibitions resulting from it.” 


= at to the writer, October 3, 1945. 
. the future of commercial banking will largely be determined by the policies 
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The point about these three institutions—the family, the church, 
and the business organization—which constitute what is usually re- 
ferred to as the private sector of society can be summarized in the words 
of Elliott V. Bell, Superintendent of Banking in the state of New York: 
“The important thing is that a debt of this size inevitably compels 
government to intervene more and more in the economic system.” I 
should only like to add the words of Sir Henry Clay regarding another 
era: “I myself now believe any return to pre-1914 conditions to be 
wildly improbable. I believe that the pre-1914 epoch, far from being 


pursued by the Treasury in managing the debt. . . . Relatively little of traditional, one 
is tempted to say orthodox, banking theory is applicable to the present or to the prospec- 
tive situation of the commercial banks. . . . The large volume of Treasury securities 
absorbed by the banks during the war has transformed the structure of their assets, greatly 
changed their relationship to the federal government, and it may be, altered their func- 
tions in the economy.” Charles C. Abbott, American Banker (1945). 

“, ., the textbook definition of a bank is now badly out of date... . A bank nowadays 
is au iustituliun which holds the credit money of the community, created by Treasury 
unanilng, and wary IL tu Auuuto the usual doGeils oo Mhivi yerr nga, tha hanhen 
were trading institutions like others, with particular responsibilities for probity and 
caution, but with no closer organic connection with the central mechanism of the state 
than many other industries. Today they have been caught up in that mechanism beyond 
the possibility of disentangling. It is easy to show that the ingenuous device of simple 
nulivnalization would create many problems and solve none. But it is even easier to show 
that some readjustment of the banks’ relationship to the community will soon be 
inescapable.” The Economist, March 2, 1944 (Centenary Issue). 

“In whatever direction we may turn, we shall find that the management of the public 
debt will have a profound effect upon the future of the investment of life insurance 
funds.” George Willard Smith, President, Life Insurance Association of America, Proceed- 
ings, American Life Convention, 1945. 

“The expansion of the domestic national debt seems to have become a psychological 
Frankenstein which will haunt the credit policy of the United States for many years. In 
an attempt to keep money cheap in order to keep down the interest burden of the 
national debt, the banking authorities are prepared to go a long way towards greater 
regimentation of the commercial banks.” “Banking Control in the U.S.A.” The Economist, 
August 24, 1946. 

“From the point of view of the banks themselves, the question is whether they can afford 
not to reduce the cost of credit creation to the public Treasury. This credit creating 
power, lodged under the trusteeship of the banks, is fundamentally a government function 
to be exercised for the common good. When the people, through their government, borrow 
from themselves, through banks created by the government, the cost of such borrowing 
is a matter of national concern.” Simeon E. Leland, “The Government, the Banks and the 
National Debt,” Commercial and Financial Chronicle, January 17, 1946, p. 283. 

“The public debt is intimately interwoven with the entire financial structure of the 
country. On June 30, 1945, the latest date for which comparable data for the various 
classes of investors are available, 58% of the assets of commercial banks, 60% of the 
assets of mutual savings banks, and 44% of the assets of insurance companies were 
invested in United States Government Securities. In addition, individuals held $59 billion 
of United States securities, comprising the largest holdings of any single nonbank investor 
group.” Annual Report of the Secretary of the Treasury for the fiscal year ended June 30, 
1945, p. 4. 

“Since 1929 our commercial banking system has been transformed from one in which 
bank deposits and bank earnings were based mainly upon direct customer loans to private 
business to one in which they arise mainly from bank ownership of the public debt.” 
Lawrence H. Seltzer, “The Changed Environment of Monetary-Banking Policy,” American 
Economic Review, May, 1946, p. 76. ' 

I assume everyone will grant that a great alteration in labor union and farmer group 
relation to the state has occurred in the last fifteen years. D. B. W. 

= Address to Stockholders, Federal Home Loan Bank of New York, January 25, 1945. 
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normal, was a unique experience in the economic life of the race in 
. historic times, a sort of golden age which no-one now living will ever 
-see again”? 

This might be amplified, regarding these three institutions, that 
nowadays the hands are still those of Esau, but the voice is increasingly 
Jacob’s. 


- IV 


Formally, the numerous responsibilities transferred or being trans- ~- 
ferred to the state from the family, the church, and the business or- ` 
ganization by the influence of the mass of contracts and the inhibitions „^ 
they induce have ‘passed or are passing to the Congress. So far the 
Congress has in no sense been indecisive as to what to do and the very 
. essence of this thesis is that, since society wishes to, or must, pass on 
~ these functions, Congress is and will continue to be the instrument for 
. the formal transfer to the administrative agencies of the state. If the 
thesis of this paper has any validity, the action of one party from 
the other in these regards will in essence differ less than the actions 
of Tweedledee and Tweedledum, for the thesis is that this mass of 
contracts called the debt and the resulting inhibitions are hard, endur- 
ing, and irrevocable facts, from which pressures for certain conse- ` Ps 
quences inevitably ensue: 

The Moving Finger writes; and having writ, ` 
-Moves on; nor all your Piety nor Wit i 


Shall lure it back to cancel ‘half a line 
Nor all your Tears wash out a Word of it.” 


In the broadest sense many of the executive agencies of the state. will 
_be involved in receipt of these responsibilities in one way and another. 
However, most of them perform only clerical or routine administration 
- duties in relation to the responsibilities which are passing. Examples 
of such-agencies are the Social Security Board, the National Labor 
Relations Board, the Department of Agriculture, the Reconstruction 
Finance Corporation, the Department of Labor, the Federal Housing 
_ Administration—the list could be extended. The passed responsibilities 
do not lodge with them, though they perform clerical and administrative ` 
services. f 
The agencies more squarely recipient of the responsibilities being 
- passed on from the family, the church, the business organization, and 
other government organizations are the-Bureau of the Budget, the 
Federal Reserve System,- and the Treasury. ‘Together or separately _ 
they determine the extent and the method of the exercise of the trans-  „- 


~> 


i r 


* Foreign Affairs, April, 1946. i 
-5 Rubáiyät, Stanza 71. . - 
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ferred responsibilities. Upon their decisions, their means, and their 
techniques depend the degree to which the responsibilities will be dis- 
charged or defaulted. Upon their wisdom will depend the validity of 
the claims which are involved. 

But yet, among these three, I believe the influence of the debt, 
causing a transference of functions—both of those received from the 
family, the church, and the business organization and those previously 
lodged with these three government organizations—is operative. Per- 
haps it is operative with greater force and comprehensiveness than at 
any point yet examined. For the Budget Bureau, despite residence 
under the White House roof, despite the hopes of its founders and early 
directors, despite statutory provisions, despite a sometimes not unim- 
portant advisory influence, despite the responsibilities nominally being 
passed to it, is essentially compelled by the debt, the inhibitions in- 
duced by it, and the forces thereby generated, to pass on the ultimate 
responsibilities in large degree. And the Federal Reserve, despite an 
imposing facade, despite the intensions of its founders, despite literal 
provisions of statute, despite being nominally the recipient of many 
responsibilities passed on to it by the family, the church, and the 
business institution, as well as by other government organizations, 
despite a sometimes not unimportant advisory influence, despite a 
collection of personnel of competence probably unequaled at any time 
or place, despite a well-merited and very general regard widely and 
justly amounting to admiration, is essentially compelled by the debt, 
the inhibitions induced by it, and the forces thereby generated, to pass 
on the ultimate responsibilities in large degree. It now is but an effectu- 
ating agency, a complex mechanism, the impulses for whose every 
action arise elsewhere. In the volume entitled Banking Studies, pub- 
lished by the Board of Governors in 1941, two explicit statements ap- 
pear of the purposes for which the System was founded (pages 25 and 
233). Excluding repetition, five purposes are listed: “better protection 
from overexpansion of credit”; “greater availability of bank reserves 
when necessary”; “a more elastic currency”; “better facilities for 
handling government funds without credit disturbance”; and “a more 
effective supervision of banking in the United States.” Four of these 
five functions have now essentially passed on to the Treasury, and the 
remaining one is essentially mechanical. Nor has it retained the large 
number of responsibilities since passed to it by other private or public 
institutions. 

President Truman has stated the matter a little ambiguously but with 
a meaning crystal clear when he said: “The Treasury and the Federal 
Reserve System will continue their effective control of interest rates. 
... Interest rates will be kept at present low levels through continued 
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co-operation between the Treasury Department and the Federal Re- 
serve System.’* (Italics mine.) 

It is another of history’s ironies that an organization whose establish- 
ment was widely opposed for fear it would come to possess too much 
power, has come instead, in less than four decades, to have almost 
none.” The Treasury is not in fact one of the trinity, nor yet primus 
inter pares: The Treasury is the ultimate destination of all of the pass- 
ing on, the transierence—It, and it alone. - 


4 Budget Message, January 10, 1947. A year earlier he spoke in the same vein in the 
combined State of the Union and Budget Message (January 22, 1946): “Close wartime 
co-opération between the Treasury Department and the Federal Reserve System has made 
` it possible to finance the most expensive war in history at low and stable rates of interest. 

This co-operation will continue.” (Italics mine.) 

The principal new problem which now faces us in the successful management of 
money grows out of our participation in World War II. It has been created by the 
tremendous increase in the size of the federal debt and by the extent to which public 
debt obligations have become a part of our banking and institutional assets. On the one 
side this has emphasized the relative importance of fiscal policy and debt management, 
as contrasted with monetary policy, as a means of economic control, and on the other 
side, it has greatly reduced the area in which monetary policy is free to work or can 

, work effectively. The cost and availability of credit were the twin weapons of domestic 
money management as practiced by central banks. In my opinion, substantial changes 
in interest rates, affecting all maturities, such as were formerly employed for purposes of 
monetary control, are now impractical. I deem them impractical because of their effect 
on the prices of public debt obligations, and therefore on all those holding such obliga- 
tions, and their effect on the cost of public debt service. At the same time control over 
the availability of credit has been substantially relinquished, for the time being, by 
obligations or responsibilities which have been assumed in support of: the government 
security market.” President Allan Sproul, New York Federal Reserve Bank, Address to 
New Jersey State Bankers Association, December 6, 1946. 

“The logical consequence, then, of providing a guaranteed market for Treasury bills and 
of establishing a fixed pattern of rates on other Treasury securities was to destroy the 
power of the Federal Reserve authorities to refuse to furnish reserves . . . the Federal 
Reserve is not only weak, but impotent when it comes to controlling credit by the indirect 
instruments of policy. This condition is inevitable, granting (a) the present distribution 
of government securities in bank portfolios, and_(b) existing Federal Reserve policies vis 
a vis interest rates and government securities.” Charles R. Whittlesey, “Federal Policy in 
Transition,” Quarterly Journal of Economics, May, 1946, pp. 343, 346. 

“The Reserve System, as you recall, was set up, among other things, to exercise price 
controls via bank reserves and discount rates; but under present conditions . . . it cannot 
make thesé controls effective.” Simeon E. Leland, “The Government, the Banks and the 
National Debt,” Commercial and Financial Chronicle, January 17, 1946, p. 282. 

“The actual, power of the Reserve authorities to enforce a substantial over-all contrac- 

“tion of bank credit is dubious. . The new position of the public debt as the chief 
earning asset of the commercial banks raises a number of major problems for the Reserve 
System: its control of commercial bank lending has been seriously impaired. When a com- 
mercial bank has a large portfolio of marketable securities, it need not seek the aid of 
its Reserve bank to expand its direct loans after using up its excess reserves. It can 
sell securities in the open market. The kind of loans it makes as well as their aggregate 
amount is placed beyond the reach of the Reserve bank. .. . The maintenance of an 
orderly bond market for government securities has assumed a new importance that con- 
flicts with q quantitative methods of controlling cradit Law: nce H, Seltzer. The Changed 


LaVe mMmeinceas comer Creci. VFence ii. ve > oA gta 
Environment of Monetary-Banking Policy,” American Economic Review, May, 1946, 
Pp. 71, 74. 


“As "long as the Federal Reserve System was under the necessity of supporting the 


short-term section of the government security market, the initiative in determining the 
amount of Federal Reserve credit available to the banks was shifted from the System to 
the commercial banks, and effective control over the ability of the banks to expand their 
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For the mass of contracts we call the debt is an imperious creation, 
a unitary thing. It controls the assets and the actions of the Federal 
Reserve just as of other financial organizations, and it determines the 
decisions of the Budget Bureau, not vice versa. Its requirements—as 
set forth in this paper, though not as more narrowly conceived—de- 
termine Federal Reserve policy, and not the reverse. And it has but one 
semblance of a master, is shaped by external influence in one place 
alone, the Treasury. 

Vv 


From the materials of the social revolution of the thirties and the 
legacy of the financing of the War of the Totalitarians, a new and 
different central bank has been erected in the United States. It is 
located on Pennsylvania Avenue, in Washington. It is currently housed 
in what we call the Treasury Building. It is staffed by persons regarded 
—and who regard themselves—as being on the pay roll of the Treasury 
Department. Its telephone number is Executive 6400, and it uses the 
stationery of the Treasury, and the Treasury Seal. But these appear- 
ances should not deceive us. 

This fourth central bank of the United States is different from any 
of its predecessors, or any other institutions this society has con- 
structed. It has greater responsibilities, it has greater powers, it has 
greater resources and techniques, it has directly and indirectly larger 
personnel, it has larger and wider influence—and it has not yet even 
been consciously organized or begun consciously to function! 

The powers, methods, and resources of this fourth central bank of 
the United States have not anywhere that I know been listed, to say 
nothing of being systematically outlined and explored. Such exploration 
will, I venture to prophesy, be the focus of attention for many years to 
come of students who heretofore have concentrated upon such pieces of 
the structure as central banking in the old sense, savings and invest- 
ment, fiscal policy, and the like. There are many pieces, as of a jigsaw 
puzzle, and it will be the work of many students and much time to put 





investments and deposits was impossible.” Annual Report of the Federal Reserve Bank 
of New York, 1945, p. 20. 

“From the standpoint of Reserve System credit policy, the legacy of “war finance is a 
radically altered banking system. Traditional instruments of general Reserve credit policy 
have been weakened, at least as far as restraint of bank credit expansion is concerned. 
In other words, these methods are no longer two-way instruments that can be used either 
to discourage or to encourage bank credit expansion. This is because commercial banks 
with their large holdings of government securities possess a medium for obtaining funds at 
will with which to expand other types of loans and investments. They can sell such 
securities to the Reserve banks and create the reserves which may be used as the basis 
for multiple credit expansion. The Reserve System in its responsibility for maintaining 
orderly conditions in the government securities market and for protecting the pattern of 
interest rates on these securities is compelled by its policies to provide the reserve funds 
sought by commercial banks.” Ralph A. Young, Statement to Morris Plan Bankers Asso- 
ciation, October 22, 1946, 
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them together to see at all clearly what this country’s fourth central 
bank really is.” 

The clearest outline of the new structure I have seen is a description 
in The Economist in a discussion of Australian finance: “In most highly 
developed modern communities the administration of finance has come 


**“The management of the public debt is bound to have a profound influence on the 
economy for a long time to come.” President Truman, “Budget Message,” New York 
Times, January 10, 1945. 

“The war has left us with an enormous national debt. This debt affects the life of every 
man and woman in the country, and it will continue to do so for a long time to come. It 
will influence the number of jobs open, the wages or incomes people will receive, what 
and how much they can buy, and what their savings will be worth.” Committee on 
Public Debt Policy, “National Debt Series 1,” 1946, p. iii. 

“Money management and debt management, as distinguished from fiscal policy which 
depends largely on Congressional action, are today’s Siamese twins of effective and usable 
power and influence in the hands of those who have executive authority and responsibility. 
I think it is possible to do something with them as they stand. What we do need not be 
spectacular nor drastic. It has not been sufficiently recognized, perhaps, that the very 
size of the public debt and of the bank holdings of the public debt may have made the 
money market much more sensitive to relatively modest action than was formerly the 
case.” President Allan Sproul, New York Federal Reserve Bank, Address to New Jersey 
State Bankers Association, December 6, 1946. 

“The public debt is an instrument of public policy. It is a means to control the national 
income and, in conjunction with the tax structure to regulate the distribution of income.” 
Alvin H. Hansen, Fiscal Policy and Business Cycles (W. W. Norton, 1941), p. 185. 

“TIntellectually and practically, we have scarcely begun to exploit the new instrument 
[debt management].” Henry C. Wallich, “Debt Management as an Instrument of Economic 
Policy,” American Economic Review, June, 1946, p. 310. 

“The growth of the public debt is bringing to a head a trend which has been underway 
since the early thirties: the weakening of the rate of interest, both in practice and economic 
theory, as an instrument for cyclical control of business activity. At the same time, the 
debt is giving new importance to the interest rate as a factor influencing the distribution of 
national income, the income of certain groups, and the value of capital assets. In this 
paper it will be argued that what we have been witnessing is in fact a shift in the main 
functions of the interest rate. If this be true, we shall have to reorient our thinking, so as to 
pay less attention to credit stimulation or restriction, by means of low or high rates, 
and more to the influences of such rates upon the incomes of interest receivers and interest 
payers and their capital position. In concrete questions of public debt management, the 
new viewpoint is already becoming apparent.” Henry C. Wallich, “The Changing 
Significance of the Interest Rate,” American Economic Review, December, 1946, p. 761. 

“The only type of quantitative credit control that can be effectively exercised at present 
and particularly in the immediate future will be through the proper handling of the 
public debt. Debt management has assumed an importance far greater than the discount 
policy of the central banks ever had in the past.” Haskell P. Wald, Survey of Current 
Business, December, 1945, p. 19. 

“Through proper handling of these maturing obligations the Treasury can exert a great 
influence on the inflationary forces menacing the country as well as on the money market.” 
Institute of International Finance of New York University, “Management of the Public 
Debt,” Bulletin 142, February 18, 1946, p. 17. 

“All of us little people talk about our good and bad times, our statistical charts and 
curves, our business cycles, our full dinner pails and our bread lines, our bear markets 
and our bull markets, and we make our prophecies or guesses, in ignorance or disregard 
of the fact that the public money managers largely determine all that, as they make 
money plentiful and cheap, to finance a war or to stop a depression, or as they may 
contract credit or make it dear to stop a crazy speculative boom.” R. C. Leffingwell, 
“Managing Our Economy,” Yale Review, 1945. 

“The existence of this debt will be one of the most important facts of the postwar 
period; and the way in which it is managed will be one of the most important deter- 
minants of the character of that period.” Annual Report of the Secretary of the Treasury, 
for the fiscal year ended June 30, 1945, p. 5. 
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to rest on three tiers. First comes the ministry of finance, which. de- 
termines general policy; next comes the central bank, which adminis- 
ters the policy; finally, there are the commercial. banks and specialized 
institutions speeding the flow of commerce within the limits of general 
policy determined by the Ministry of Finance and administered by 
the central bank.”” ; 

Something of the fourth central bank’s massive and pervasive magni- 
tude is evident from consideration of the mass of contracts which is the 
debt, and of the great scope of the granite-like inhibitions which have 
been induced, of the numerous and far-reaching responsibilities which 
have been passed on to it. Something of it can be seen by the varièty 
of the tools with which it has to work. And something of it can be 
envisioned by the number of points which its manifold operations‘touch 
in economic theory. 

Ate we members of any of the schools stemming from the quantity | 
theory? The fourth central bank will determine the quantity of money 
and the convertibility between money and other assets and will in- 
fluence the velocity of money-—and do so with or without deficit 
financing on the one hand or debt retirement on the other.” 

Are we membcrs of any of the Keynesian sects? The fourth central 
bank will influence and perhaps determine the rate of savings and its 
quantity, the conditions which influence investment, the effect of 
liquidity preference, the propensity to consume—and do so with or 
without deficit financing or debt retirement.” 





“Even after meeting all of the other fundamental and numerous requirements for 
prosperity, we will need very capable hands at the wheels of debt management.” Aubrey G. 
Lanston, Malcolm B., Lees, and Leroy M. Piser, “The Impact of Business Requirements 
on Interest Rates,” The First Boston Corp., December 13, 1946, III-A, pp. 10, 11. 

“The vastly increased magnitude of the Treasury Department’s public debt operations 
give its inherent monetary powers new practical importance.” Lawrence H. Seltzer, “The 
Changed Environment of Monetary-Banking Policy,” American Economic Review, May, 
1946, p. 70. 

7 The Economist, March 17, 1945. 

2 «Eyen though the interest burden can be carried, the more vital question is what the 
debt has done and is doing in causing inflation or deflation, or both, through its effect 
on the volume of money. This is the central problem of debt management.” Committee on 
Public Debt Policy, “National Debt Series 1,” 1946, p. 12. 

2 “Debt management can affect the expenditures of investors, and hence the national 
income, by inducing or obliging them to change the form of their assets. Whenever the 
conditions on which debt can be held are changed, or whenever other conditions influencing 
investment behaviour change, the investor must make a change at several margins... .” 
Henry C, Wallich, “Debt Management as an Instrument of Economic Policy,” American 
Economic Review, June, 1946, p. 305. ` 

“By restricting the offerings of obligations attractive to the [life insurance] companies, 
by limiting their purchases, or by requiring their portfolios to contain a certain proportion 
of other assets, they could slowly and gently be pushed in the direction of more stimulating 
uses of their funds.” Ibid., p. 307. 

“Whereas the [British] debt was formerly an instrument through which funds were 
siphoned from consumption into savings, so recently it has become, in part at least, an 
instrument to siphon funds from savings into consumption.” Alvin Hansen, Fiscal Policy 
and Business Cycles (W. W. Norton & Company, 1941), pp. 156-157. 
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Are we members of. any of the equilibrium groups? The fourth 
-. central bank will greatly influence. if not determine the. level of prices 
and of costs and the relationship between them, the balance of pay- 
ments, the supply of money in relation to demand-—and do’so with 
or without deficit financing or debt retirement.” 

Are we of the persuasion that some one specific economic operation 
spins out the threads of our fate? This fourth central bank will greatly 
influence if not determine the propensity to consume, the level of con- 
struction, the income of agriculture, the functioning of the capital 
markets, the level and structure of interest rates, the balance of pay- 
ments, the efficiency of labor. 

Do we ascribe economic causation to some other set of forces than 
those mentioned thus far? I shall be surprised, indeed, if the fourth 
central bank does not exert a considerable influence upon them. 

Policy formulation by the fourth bank will not be made easier by 
the shrill cacophony of the economists, both professional and amateur, 
regarding virtually every basic consideration. Our various causation 
sects urge different premises for policy, and each is raucously critical of 
the others. The role of interest. rates is the subject of most extreme 
contentions: low rates stimulate investment, rates are not an im- 





“Fiscal policy is the most important single instrument through which the government 
may influence economic conditions.” M. S. Eccles, “The Postwar Price Problem—Inflation 
or Deflation,” Address to the National Industrial Conference Board, November 16, 1944. 

“As long as it were a process of refunding, whereby maturing debt held by ‘banks and 
other institutions were redeemed: out of cash supplied by fresh individual purchases, there 
would be no net effect on the funds available for investment, although the direction of the 
use of the funds released through such redemption could be different than it would have 
been in the hands of the original savers.” Harley L. Lutz, The Tax Review, September, 
1944. 

* “The fundamental condition of full employment and capacity operation of the economic 
system is a state of balance, in which various prices, wages and other costs, profits, incomes 
and other elements are in such equitable relationship that all occupations and population 
groups can exchange their products on terms that will clear the markets.” National City 
Bank Letter, December, 1944. 

“For the view that low rates stimulate investment, see several of the items under 
footnote 4. Also: “A low rate of interest can be a material stimulus to investment in some 
important areas where maintenance and depreciation are low, risks are moderate and 
interest is a really substantial part of the cost incurred on account of an investment of 
capital. This is pre-eminently true of hydroelectric installations and is broadly true of 
housing.” John Maurice Clark, Financing American Prosperity (Twentieth Century Fund, 
1945 ), p. 110. But see the counter statement by Clark in note following. 

i the expanded money supply should induce further reductions in Jong-term interest 
rates, it would have a stimulating effect on investment expenditures and‘ Would indirectly ` 
bolster consumption.” “The Expanded Money Supply and Economic Activity,” Survey 
of Current Business, May, 1946. 

- Transition policy should include “maintenance of low rates of interest to encourage 
new investment, including housing.” M. S. Eccles, “The Postwar Price Problewut—Infig- 
tion or Deflation,” Address to National Industrial Conference Board, November 16, 1944, 

“Over the years a low cost of money to borrowers on long-term should tend to promote 
increased employment by encouraging capital outlays in both old and new ‘enterprises.” 
Annual Report, Board of Governors of Federal Reserve System, 1943. 

“The fact that the turning point from boom to depression is preceded by a high level 
of interest rates, and a turning point from depression to recovery by a low level, seems 
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portant consideration in investment decision,” high rates stimulate in- 
vestment;** low rates stimulate saving,” rates are not important in 
the motivation of saving," high rates stimulate saving.** Bank credit 





to indicate that situations exist in which the interest rate does exert an influence on the 
total volume of investment. Though we are again of course not justified in drawing the 
conclusion post hoc propter hoc, it can plausibly be argued that the high (low) level of 
the interest rate is at least a contributory factor in inducing the recession (revival).” 
Friederich A. Lutz, “The Interest Rate and Investment in a Dynamic Economy,” American 
Economic Review, December, 1945, p. 828. 

za... both theoretical analysis and practical case studies indicate that the volume 
of real investment made by business is but little affected by the interest rate. All manner 
of other considerations dominate. .. .” Alvin H. Hansen, Financing American Prosperity 
(Twentieth Century Fund, 1945), p. 255. 

“Loans at low interest, increases in depreciation allowances, and so forth, may help to 
stabilize private investment, but they alone cannot raise it sufficiently to fill a deflationary 
gap of the dimensions which we have experienced in the past.” Sir William H. Beveridge, 
Full Employment in a Free Society (George Allen & Unwin, 1944), p. 184. 

“But in the general field of industry and trade, low interest rates cannot accomplish 
as much as many economic theorists give them credit for. Interest alone is a minor part 
of the total cost of sacrifice involved in a capital outlay, especially in a dynamic industry 
where equipment gets obsolete long before it is worn out and the allowances for obsolescence 
alone dwarfs the element of interest.” John Maurice Clark, Financing American Prosperity 
(Twentieth Century Fund, 1945), p. 111. But see also stétement by Clark in note 
preceding, 

“The underlying cause for the low interest rates of the thirlies—imoure important than 
all the other causes combined—was the relative absence of competing businessmen in the 
capital markets for the savings of the nation. No doubt there were many contributing 
causes for this absence, but the bottom one was the fact that businessmen saw no use 
to which they could put additional capital without incurring risks which seemed to them 
too great to bear for the chance of gain that might ensue therefrom.” Claude L. Benner, 
“The Outlook for the Interest Rate,” Commercial and Financial Chronicle, April 27, 1944. 

“The rates of 2% on ten-year bonds, and 2.5% on twenty-year bonds are simply too 
low to attract investors.” B. M. Anderson, Financing American Prosperity (Twentieth 
Century Fund, 1945), p. 48. 

“Stephen M. Foster, discussions with the writer. 

“For while low rates undoubtedly hamper savings by reducing the income on past 
saving, they do, on the other hand, put additional pressure to save on prospective annui- 
tants, aiming at a given retirement income, The net result may be cither way [p. 776].... 
We therefore find confirmed the popular view that a rise in the interest rate increases the 
propensity to save. However, it is important to note that, in contrast to the popular 
view, this is not because everybody’s propensity to save is increased. The reason is, rather, 
that higher interest rates shift income from those who save little to those who save much. 
From this second conclusion follows: For the ‘little man’ who inhabits the lower brackets, 
saving is made harder, not easier, by higher interest rates. Higher rates do give him a 
better return on his money, but what they take away from him is more. Since the better 
interest return fails to make up for his reduced income, the net result probably is lower 
saving for the ‘little man.’” Henry C. Wallich, “The Changing Significance of the Interest 
Rate,” American Economic Review, December, 1946, p. 777. 

= “Money rates, therefore, will not exercise any influence on the savings of the people.” 
Marcus Nadler?“Are Money Rates Now Artificially Low,” Finance, October 10 and 25, 
1945. 

“It is doubtful whether the rate of interest exercises any appreciable influence in the 
thrift habits of the small saver [p. 14]. . .. One may, therefore, conclude that under present 
conditions the interest rate has little effect, if any, on the savings of the nation [p. 15].” 
Haskell P. Wald, Survey of Current Business, December, 1945. 

“Certainly the incentive of higher yield will not prove so effective as in the past, for the 
small saver is much less interested in the return on his investment than its capital value.” 
“Future Savings,” The Economist, December 16, 1944. 

"elf the Treasury were to offer a long-term bond at a rate somewhat higher than the 
prevailing rate, designed to take up the liquid savings of the public, both directly and 
through savings institutions, it would in my judgment have the following effects: (1) It 
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can appropriately be used as capital,” such use is inappropriate. The 
rate of savings may be expected to decline,** to remain stable,” to rise.*° 
There is little need to extend the catalogue of evidence that the analyti- 
cal tools of the profession have not been developed far enough to bring 





would encourage saving rather than spending at a time when there is an excess of demand 
in the commodity and real estate markets. There is little reason to save when interest 
rates are extremely low and the currency is depreciating.” L. Douglas Meredith, Testimony 
before Senate Committee on Banking and Currency, December 5, 1945. 

“The low rate also discourages savings and has a serious impact upon all life insurance, 
pension and savings funds.” M. S. Eccles, New York Times, May 24, 1946. 

“Low interest rates are usually thought of as stimuli to investment, but they might 
have as much effect in reducing long run net savings, if they become low enough to drive 
the ordinary middle class saver into buying annuities instead of holding his principal 
intact and spending only the income.” John Maurice Clark, Financing American Prosperity 
(Twentieth Century Fund, 1945), p. 96. 

“New bank credit constitutes a fifth source of capital, safe enough when cautiously 
used and when kept in reasonable relation to the growth of the normal sources of capital 
and the growth of production in the country, but dangerous in the extreme when used 
to excess... .” B. M. Anderson, Financing American Prosperity (Twentieth Century Fund, 
1945), pp. 44-45, 

p Tne banks themselves can create capital... .” Marcus Nadler, Finance, October 10 and 
25, 1945. 

“Experience has shown that the commercial banks are in a position to furnish not only 
short-term credit to industry and trade, but also long-term capital.” Institute of Inter- 
national Finance of New York University, “Money Rates in the Postwar Period,” Bulletin 
141, December 17, 1945. 

“|, . the credit currency created by the banking system provided funds with which 
to construct new capital without waiting for the accumulation of money savings. It was 
demonstrated that bank credit was, in fact, extensively employed in financing long term 
capital development and that the tempo of economic expansion had thus been accelerated.” 
PER e Moulton, The New Philosophy of Public Debt (The Brookings Institution, 
1943), p. 50. i 

Se |. the severely progressive federal income tax rates in prospect for the postwar 
period will accomplish a drastic curtailment of saving [pp. 201-202]... . Whether such 
low rates also diminish the volume of saving is a controversial question we shall not 
argue here, though we believe the answer must be in the affirmative [p. 212]... .a strong 
presumption in favor of a higher propensity to consume in the future than we have had 
in the past [p. 213].” George Terborgh, The Bogey of Economic Maturity (Machinery 
and Allied Products Institute, 1945). 

“The propensity to save has been falling for some time, and the war and conditions 
created by the war are likely to make it fall even more.” S. H. Slichter, Financing American 
Prosperity (Twentieth Century Fund, 1945), p. 334. See, however, following note. 

“The greater the national debt the greater is the quantity of private wealth. The reason 
for this is simply that for every dollar of debt owed by the government there is a private 
creditor who owns the government obligations (possibly through a corporation in which 
he has shares) and who regards these obligations as part of his private fortune. The 
greater the private fortunes the less is the incentive to add to them by saving out of current 
income. As current saving is thus discouraged by the great accumulation of past savings, 
spending out of current incomes increases (since spending is the only alternative to saving 
income). This increase in private spending makes it less necessary for the government to 
undertake deficit financing to keep total spending at the level which provides full em- 
ployment. When the government debt has become so great that private spending is enough 
to provide the total spending needed for full employment, there is no need for any 
deficit financing by the government, the budget is halanced and the national debt autn- 
matically stops growing. The size of this equilibrium level of debt depends on many 
things. ... My guess is that it is between 100 and 300 billion dollars.” Abba P. Lerner, 
“Functional Finance and the Federal Debt,” International Postwar Problems, October, 1945, 
Pp. 543-544, 

“A society rich in liquid assets will certainly tend to spend a larger proportion of its 
current income.” Alvin H. Hansen, “Must We Have Postwar Inflation,” Commercial and 
Financial Chronicle, November 1, 1945. 
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agreement even among the closest students, nor to argue farther that 
the job of the fourth bank is not made easier by this lack of develop- 
ment and resulting counsel of babel. 

The statutory position of the fourth bank is also vastly confused. 
Powers and authorizations are spread about in a thoroughly haphazard 
manner, some are lavish in their scope while some, I suspect, will be 
found quite niggardly. _ 

In view of this situation, the fourth bank, like Crusoe, will need to 
exercise a great amount indeed of ingenuity, and, like him too, quite a 
bit of expediency. But, then, ingenuity and expediency are require- 
ments imposed upon any human organization, young or old; so the 
fourth bank is at no greater disadvantage than any other in what Dr. 
Conant has called “the delightful chaos of American democracy.” 

The fourth bank will have to beware of the trap which Mill ob- 
served when he said: “Institutions, books, education, society all go on 
training human beings for the old, long after the new has come; much 
more when it is only coming,”*? which the Economist called “piety to a 
principle learned in youth but the reason for which has been for- 
gotten”; ** and which Dr. Goldenweiser described when he said: “There 


“With this hacklog of savings, we reasoned, individuals would spend a larger proportion 
of their incomes than they did before the war. In order tu check our reasoning in this 
matter, we took a look at the situation that developed after the first World War. It was 
obvious that the spending and saving habits of individuals changed substantially at that 
time. Despite the fact that the increase in their liquid savings was not nearly so large 
as it was during the second World War, individuals subsequently spent a considerably 
larger proportion of their current income. We concluded, therefore, that a similar but 
larger shift in spending and saving habits will occur over the next five years. Actually 
we guessed that out of any particular amount of disposable income individuals will save 
only half as much as they would have saved before the war. These aggregate figures, of 
course, reflect the combined spending and saving habits of millions of individuals. Another 
way of looking at this conclusion is that many individuals, particularly those that spend 
all or nearly all of their current income, will spend no larger proportion than they did 
before, but will utilize some of their accumulated saving. No matter from what point 
this question is examined, it seems reasonable to assume that consumer spending will 
aggregate a larger percentage of disposable income than was the case before the war.” 
Aubrey G. Lanston, Malcolm B. Lees, and Leroy M. Piser, “The Impact of Business 
Requirements on Interest Rates,” The First Boston Corporation, December 13, 1946, 

~A, p. 6. 

9 “The safest assumption is that the proportion of individual incomes saved will con- 
tinue to remain about the same. .. .” S. H. Slichter, Financing American Prosperity 
(Twentieth Century Fund, 1945), p. 300. But see also preceding footnote. 

“, . . the historical evidence points to a high degree of stability in the relation of con- 
sumption to income.” Alan R. Sweezy, “The Problem of Full Employment,” American 
Economic Review, May, 1946, p. 295. 

«Even more certain is the generalization that with higher incomes, some fraction of 
the increase goes into savings so that the total of savings increases absolutely with income, 
whether or not it does so in less or greater proportion.” Paul A. Samuelson, Postwar 
Economic Problems (McGraw-Hill, 1943), pp. 31-32. 

Pa James B. Conant, “America Remakes the University,” The Atlantic Monthly, May, 
6 


2 J ohn Stuart Mill, The Subjection of Women (edition by Frederick A. Stokes, 1911), 
p. 96, 
“The Economist, March 2, 1944 (Centenary Issue), p. 62. 
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is real danger in experience. It often results in narrowing a public 
man’s approach to national problems to considerations with. which he 
has become familiar in a particular and often not a representative set 
of circumstances.”“* But at the same time the fourth bank should not 
forget Lord Keynes’s caution to the moderns in his last statement: “I 
find myself moved, not for the first time, to remind contemporary 
economists that the classical teaching embodied some permanent truths 
of great significance. . . .”“° Nor should it ignore Churchill’s injunction 
that “it is only from the past that one can judge the future.’ 

At least the fourth bank will not lack a specific objective of opera- 
tions as the third bank seems almost throughout its life to have wanted. 
The objective is to maximize and regularize real income at full em- 
ployment. If this definition does not conform to consistency, the bank 
will have to worry about that deficiency. 

I have said earlier that the mass of contracts we call the debt can be 
validated, or that they can be defaulted by inflation and/or retrogres- 
sion in the standard of living. To say that the fourth bank can satisfy 
or fail in its responsibilities is but to say the same thing in different 


. words. The rewards to society for its creation of the fourth bank can, 


if the bank succeeds, be cornucopian, but the sanctions, if it fails, can 
be brutal and appalling. 


VI 


We shall all, of course, interpret the creation of the fourth bank in 
terms of personal economic predilection. Some will doubtless view it as 
akin to the monster created by Mrs. Mary Shelly, while others will 
probably be confident that it will be to the annals of economics what 
Mrs. Ann Radcliffe was to the English novel.“ i 

For myself, the classic comments of Lord Macaulay regarding the 
debt of Britain seem very relevant: “Those who so confidently pre- 
dicted that she [England] must sink, first under a debt of fifty millions, 
then under a debt of eighty millions, then under a debt of a hundred 
and forty millions, then under a debt of two hundred and forty millions, 
and lastly under a debt of eight hundred millions, were beyond all 
doubt under a twofold mistake. They greatly overrated the pressure of 
the burden: they greatly underrated the strength by which the burden 
was to be borne.” So, too, does another passage from Lord Keynes’s 
testament: “. . . the best policy is to act on the optimistic hypothesis 

“ Presidential Address, American Statistical Association, December 9, 1943. 

2 Economic Journal, June, 1946, p. 185. j 

8 New York Times, May 14, 1945. 


“Wilbur L. Cross, The Development of the English Novel (Macmillan, 1906). 
Lord Macaulay, History of England (1855) (ed. of 1906; E. P. Dutton and J. M. 
1 


.Dint & Sons), Vol. 3, pp. 168, 169. 
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until it has been proved wrong: We shall do well.not to fear the future 
too much.’’*? Èa 

The hypothesis that we do not necessarily need to view with great 
alarm the developments here recounted is based in turn on another 
hypothesis. This is that the fourth central bank: can and will extend 
analysis of the facts about this mass of contracts to illuminate vast 
areas now hidden from sight by lack of information; that it can and 
will utilize its instruments.to deal with long range conditions as well as 
those cyclical and day to day; that it can and will develop usable 
criteria to replace those of the gold standard which have customarily — 
guided central banks in the past; that, in short, it can and will discover 
and can and will develop from its mass of tools and materials informa- 
tional and operational techniques useful to society in its exercise of the 
“certain inalienable rights” including “life, liberty, and the pursuit 
of happiness.” i 


«Balance of Payments of the United States,” Economic Journal, June, 1946. 
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THE PUBLIC DEBT AND NATIONAL INCOME 


` By Aryness Joy WICKENS 


K 4 
United States Bureau of Labor Statistics 


L approach the problem posed, by national income and the public 
debt with great misgiving because I have given little more thought 
_ than the average citizen to its economic implications. 


y 


I hope that you will bear with me if I treat some of these issues with ~ 


a simplicity which may appear to be mere naiveté, and approach this - 


problem from the standpoint of one whose principal interest has been 
the course of prices, employment, and the general business cycle. 
My principal emphasis today is, first, upon the national income and 


what its probable future level, in dollar terms, implies for those un- . 


happy people whose task~it will be to manage a debt of almost uncom- 
prehended size in a period when taxation will not be popular, however 
sure it may be. Second, I should like to refer briefly to the distribution 
of national income and some of its consequences for the handling of 
the debt. With respect to debt management itself, I must defer to the 
\fiscal: and monetary experts. 

l The facts of the federal public debt in relation to national income 
are in themselves fairly simple. (I dismiss state and local debts because 
they have diminished rather than increased during the war period.) 

The total debt of the federal government in October, 1946, was 
263% billion dollars, all but 1 billion of which was interest bearing.’ 
This includes all those bonds, notes, certificates of indebtedness, and 
special issues commonly classified as “public debt” by the Treasury 
Department, but not guaranteed securities. It embraces all indebted- 
ness in that category which the Congress has, by statute, limited to a 
total of 275 billions.” 

At this point I wish to direct my remarks to this category of the 


` federal public debt, and later to take account of the implications of . . 
Mr. Woodward’s point that our federal financial obligations far exceed _ 


our contractual debts in this formal sense—a point of view with which, 
I entirely agree. But the debt problem is difficult enough without com- 
pounding trouble at this point. 

To dramatize the growth of the debt and to help you to appreciate 
the shock which it gives any layman who contemplates it, let us go. 


back over three decades. A E. 


. The total debt is now 263% billion dollars. 

Thirty years ago, before we entered World War I—in early 1917— 
it was only a little over 1 billion. 

1 Treasury -Bulletin (U. S. Treasury Department), December, 1946. p. 26. 

"Op. cit, p. 25. 
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The peak of the debt after World War I was reached in August, 1919, 
at a mere 26.6 billion dollars, about one-tenth of this war’s debt. 

In 1930, after a decade of “prosperity” and repayment of the debt of 
World War I, it was 16 billions. 

In the summer of 1939, when the war broke out in Europe, our debt 
was 40 billion dollars, after nearly a decade of net deficit financing. 
Thus the debt multiplied over sixfold in the brief period of six years 
after the war broke out in Europe. ` 

In summary: a debt of 1 billion dollars in 1917; over 260 billions in 
1946; a total of 26 billions as the legacy of World War I; a tenfold total 
of 260 billions as the legacy of World War II. 

The extent to which the debt constitutes a burden has nowhere 
been so graphically set forth as in the first paper of the Committee on 
Public Debt Policy entitled, Our National Debt After Great Wars, 
written by the late General Leonard Ayres.* Today the debt amounts to 
slightly less than $2,000 for each man, woman, and child in the United 
States, as contrasted with $240 in 1920, and about $78 at the close of 
the Civil War, a more burdensome debt for our then poor country, 
General Ayres concludes, then that which followed World War I. 

But our national income, too, has grown during the war years— 
although not so astronomically as the debt. For the year 1946 as a 
whole it is estimated at 164 billion dollars* and, currently, it is at an 
annual rate of 174 billions. This is about 145 per cent higher than the 
71 billions of 1939. 

Thus today the debt is 150 per cent of our current national income. 
At its height in 1919 it was about 45 per cent of the national income— 
a fraction, not a multiple." 

There is one further fact to be considered, one which lightens the 
burden of this debt: the unusually low interest rate which it bears. 
Currently that rate averages slightly over 2 per cent® in contrast with 
over 414 in 1920-21." The computed anual charge on the public debt 
in the last quarter of 1946 was at the rate of 5.3 billion dollars, and 
for the coming fiscal year (1947-48), was estimated at 5 billions in the 
President’s annual budget message.’ l 

Thus, unless the debt is rapidly retired, we must look forward to a 

3 Our National Debt After Great Wars, “National Debt Series 1” (New York: Com- 
mittee on Public Debt Policy, 1946). : 

*The Economic Report of the President transmitted to the Congress, January 8, 1947. 

© Our National Debt After Great Wars, “National Debt Series 1,” p. 4. 

ê Treasury Bulletin, p. 24. 

Our National Debt After Great Wars, “National Debt Series 1,” p. 10. 

* As Professor Shoup has pointed out, the total annual interest charge on the public 
debt (assuming no retirement) will increase as the years go by because of the larger 
payments required on savings bonds which are an important component of the total issue, 


and also, in all probability, because of refunding some short-term certificates of indebtedness 
which carry the lowest rates into longer-term obligations bearing somewhat higher rates, 
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minimum of 5 billion dollars annual charge upon us as taxpayers for 
current interest charges alone and even this total may increase. This 
is not far from the total amount spent for the entire activity of the 


federal government in any year prior to 1934 and nearly half as large l 


` as the annual budget during the thirties. 


Ät is this 5 billion dollar charge which constitutes a first charge upon 
national revenues. At present levels, it is a little under 3 per cent of the 
total national income. This is nearly double the share of the national 
income which the service on the pubic debt of 1920 required, even at 


more than double the present interest rates. Although, looking back _ 


_ over our own history, the relative increase in the total debt is very 


great, we may perhaps take some comfort from the fact that other 
countries, even in peacetime, have borne an even. larger burden. The 
United Kingdom, in 1939, before the war, devoted 4.5 per cent of its 
national income to service of its public debt—in 1944, 4.8 per cent.’ 

If the interest charge on the public debt alone constituted the 
measure of the debt burden, and if we had reason to believe that 
national income would be sustained at current dollar levels, we could 
perhaps contemplate the future without undue concern. But that is not 
the limit of the debt. problem per se. The American tradition is to pay 
off our debts, both private and public, and current discussions indicate 
that that tradition is still strong today. Thus debt retirement, too, 
must be taken into account. The amount cannot be-estimated; it will 
certainly vary from year to year with the economic situation, and, pre- 
sumably, be largest in periods of high national income and large tax 
revenues. But here, too, new magnitudes must be comprehended. With 
a debt of 260 billion dollars, the net repayment rate of the twenties— 
when the late President Calvin Coolidge repaid 1 or 2 billion a year— 
will scarcely scratch the surface.. 

But debt retirement is not all. There are other obligations of the 
federal government, which, as Mr. Woodward has pointed out, are just 
as inescapable, though they may not be in the form of fixed contracts. 
They include commitments for agricultural support prices, which are an 


_ immediate problem; certain social security payments which will | 
‘ eventually be larger, and the vast array of contingent financial guaran- 


tees of bank and building and loan association deposits, and of insured 
mortgages. He did not mention, though he might well have done so, a 
group of obligations of a nonfinancial character—we might call them 
moral obligations—that are large and equally compelling, although they 
will vary in amount from year to year. They include veterans’ pay- 
ments, the support of a much larger program than prewar for the Army, 


° You and Your -Nation’s Debt (New York: National Association of Manufacturers, 


». 1946), p. 7. 
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Navy, and Air Corps; and other expenditures that arise from our new 
international obligations. Some of these obligations are larger in amount 
and may, in the long run, constitute an even more serious problem than 
the service of the debt; for interest may be reduced if the debt is re- 
tired, while some of these other obligations may increase. 

All told, as a nation, we have obligated ourselves to pay very much 
larger sums than 5 or 10 billions of dollars which the federal debt alone 
implies. The President has proposed a federal budget of 37 billions in 
expenditures, with comparatively little provision for debt retirement 
for the coming fiscal year, out of a national income apparently assumed 
to be 175 to 180 billions.*° Thus, these proposed budget expenditures 
are about 20 per cent of national income, and of this, the debt service 
would account for only about 3 per cent. There are, in addition, rather 
inflexible payments which the state and local governments must make 
for police, education, and other purposes, totaling about 11 billion 
dollars. This total is close to 25 per cent of our unusually high national 
income. The magnitude of this total raises the two very broad ques- 
tions: first, the effect of the high taxes which must be raised to support 
this debt upon the enterprise of individuals and businesses and whether 
they will strive to produce and earn more, and, second, the whole ques- 
tion of the effect upon the economy of having such a very large and 
important share of the national income channelling through and under 
the control of government—federal, state, and local. But both of these 
questions go-far beyond the scope of this paper. 

The debt problem, however, is by no means a short-run matter; we 


must look far beyond the next year or two. In the long run, the manage- 


ment of the debt may well turn on the future of national income. There 
are students of the debt problem who assume that the current dollar 
level of national income will be maintained beyond the next year or 
two. This is based apparently upon anticipation of inflated prices re- 


‘sulting from the gigantic volume of money and of credit potential at 


the disposal of industry and individuals. Close study of the price aspect 
of the situation alone indicates, however, that the price level is almost 
certain eventually to fall. It has done so after every war. More than 
that, credit will not necessarily be used to bid for scarce goods unless 
business can be sure that they can be marketed at those prices. 

I do not wish to venture a guess today on the precisé level at which 
either national income or prices will settle. It has generally been true 
that the first downward move following an inflationary period is fairly 
sharp. Only after a considerable period of time have wholesale prices 


returned to their low prewar levels and consumers’ prices never did so 


=” Derived from the total of gross national product of about $215 billion apparently 
assumed in the Economic Report of the President. 
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after World War I. Circumstances today differ in important respects 
from the earlier postwar periods, most importantly with respect to the x 
available volume of purchasing power. -Because of that volume of 
purchasing power: and the large credit base, prices may settle at a | 
relatively higher level than prior to this war. But few observers believe 
that the present price level can hold. 

It may be worth while to consider in somewhat more detail the 
current level of prices and what it implies for the future. Prices at 
wholesale are now about 20 per cent below their 1920 peak, with a rise 
of about 33 per cent since V-J Day and 24 per cent since July 1, 1946, 
when price controls first lapsed. The general level is up 85 per cent 

- from the summer of 1939. This is a somewhat smaller rise than in 
the period of the first World War, but it is sufficiently great to form the 
familiar pattern of price inflation which has always. accompanied 
great wars. I am astonished at people who inquire anxiously, “Are we 
going to have inflation?” The answer is: “We have it. It is here now.” 

‘This war, like all wars, has distorted the price structure to an 
extraordinary eee Some prices have doubled or trebled, others are 
up 10, 20, or 30 pel cent. Prices of farm products, moving from ex- 
tremely low levels in the summer of 1939, had advanced.179 per cent _ 

at their peak in the third week of December, 1946, while prices of all ` 
commodities other than farm and food products were up about 55 per 
cent.in the second week of January (1947) and have been rising 
steadily for a year and a half. 

However, most students of the price situation are of the opinion that 
we are at or near the peak of prices. Already some important specula- 
tive prices have broken; the stock market is down; prices of luxury 
goods have weakened; city real estate values have apparently ceased to 
rise. 

Nevertheless, few observers expect such a precipitous and widespread ) 
drop in prices as that which occurred in the spring and summer of 
1920, first, because support prices are provided for important agricul- 

` . tural products for two crop years after the cessation of hostilities, at 

90 per cent or more of parity; because certain speculative prices, such 

as silk, some of the metals, and coffee, that led me eee break in 

1920 are relatively not so high now.. 

Moreover, a more important segment of the economy BiA is gov- 
erned by “sticky” or “institutionalized” prices which do not move up 
rapidly, but once up, remain there for an extended period. There -is 
one further factor which will restrain price reductions; namely, the 
current higher levels of wage rates. Wages are an important component © 
of costs. They, too, are sticky, and now, with the rapid rise in living | 
costs in the past six months, workers will use all their bargaining power 
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to secure still higher wages and to resist any attempts at reduction. 

The Economic Report of the President, centering upon the prospects 
for continued full employment and concerned with real income rather 
than money income, expresses the general opinion that high prices 
today, following the rapid rise of the last six months, constitute an 
unfavorable factor for the outlook in 1947. The Report indicates that 
if the economic budget of the country is to be balanced, and production, 
consumption, and employment are to be sustained in slightly larger 
volume next year, prices must be reduced. The Report recommends: 


Business should reduce prices wherever possible in order to bring about the necessary 
increase in consumer purchasing power to bolster their markets. Price reductions are 
especially needed in the case of goods such as many articles of food, clothing, house- 
furnishings, and building materials, whose prices have risen out of line. If business makes 
these reductions in a timely and orderly way, it will help sustain markets rather than 
destroy them. 


Farmers must realize that last year’s exceptional farm prices will fall somewhat as 
world food supplies increase and as consumers find a more ample supply of durable goods 
to purchase, Existing price supports afford protection against a severe price decline.* 

In the discussion of public debt in recent economic journals I find 
frequent references to the fact that the burden of the public debt will 
be an influence leading toward a “price policy” of sustained high prices. 
It is time to face the fact that if the federal government and the 
American people have a “price policy” today, it is to let prices find their 
own levels in the market. As the Economic Report of the President 
states: 


Removal of emergency price and wage controls has restored the main responsibility 
for prices and wages to business, labor, farmers, and consumers. The government can 
point out dangers seen from the Perspective of the whole economy, but the corrective 
must largely be applied by others. 

Price controls have been eliminated except for those on sugar and 
rice. In any event, these controls were designed to prevent rising prices, 
not to put a floor under prices. 

Support prices are provided only for agricultural products. In other 
basic industries there is now no mechanism by which the federal 
government can directly affect specific prices, as such, except by its 
own purchases of supplies for peacetime requirements. Even the legis- 
lation which put a floor under prices of bituminous coal in the interests 
of minimum wages has lapsed. In a period such as the present, it would 
require a major change in thinking to promulgate quickly a program 
of support prices or some similar mechanism that was generally 
applicable. 

When prices fall, the dollar total of national income will fall. It is 
then that we will really feel the pinch of the national debt. The nation, 
like a family, will find then what millions of farm families, for example, 


“The Economic Report of the President, p. 20. 
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found in the period of the low prices for farm products in the twenties. 
The burden of debts contracted at high prices—payments on mort- 
gages, on installments for equipment and cars bought in prosperous 
times, on insurance premiums and even the cost of supporting old or 
ill members of the family—meant not only a sacrifice of education, of 
opportunities, but of the everyday necessities of food and clothing. For 
a nation, heavy fixed obligations for the future mean, in a period of 
smaller dollar incomes, that many governmental services that go to 
make up the national standard of living may be impossible unless a 
way is found to handle the debt. . 

Suppose, to take an extreme case for the sake of illustration, that 
the national income declined to 100 billion dollars. (As some of you 
may recall, such a large total as this seemed impossible of achievement 
even in the most optimistic period of the thirties, when the highest total 
fell 20 billions short of that mark.) A 5 billion dollar debt service would 
mean 5 per cent of a national income of 100 billions, or about the 
same relative burden as in the United Kingdom in 1944. Those who 
know the sacrifices of the citizens of the United Kingdom who paid 
taxes to sustain a debt of such proportions and still to maintain their 
social services would certainly not welcome such a tax burden here— 
but it has been done in Anglo-Saxon countries, in our times. 

There is finally the question which the changing distribution of the 
national income raised for tax experts who must raise the revenues to 
support this debt and its retirement. For the first eight months of this 
year about 65 per cent of the national income went into all types of 
wages and salaries. This is a decline from the peak of 71 per cent in 
the war years. But the decline is almost wholly in wages of employees 
of the federal government and pay of the armed forces, which yield 
little in the way of taxes in any case. There has also been a reduction 
in the share which manufacturing pay rolls represent, but a much more 
than offsetting rise in other private industries such as construction, 
trade, and services. 

This means essentially that the government must continue to look 
to income taxes on relatively small incomes, levied upon a group of 
people who are not large holders of the public debt and will in turn 
receive little in interest. The other components of the national income 
which present somewhat different problems of revenues are, first, agri- 
culture, whose net realized income accounts for only 814 per cent of 
the national total. Here the share has gone up with the rise in prices 
from about 6 per cent before the war but may fall somewhat with de- 
clining prices. - 

There has been, of course, a marked decline in the receipts from 
dividends and interest combined from about 124% per cent of the 
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national income before the war to about 8 per cent at the present time. 
This results in large part from the lowered return from interest. Divi- 
dends are higher. Thus, taxes on this group cannot be counted upon 
to contribute the same relative share of the national income that they 
did before the war. 

There is finally that large category which the Department of Ou 
merce refers to as “nonagricultural entrepreneurial net income and 
net rents and royalties.” Here there are three divergent segments that 
have moved in different directions. Business profits have gone up, and 
so long as the level of activity remains high, they will continue to yield 
sizable revenues. The share represented by rents must have declined 
rather sharply in view of the comparative stability of home rentals 
which form a large part of the total. Commercial rentals, of course, have 
been unregulated and have advanced by very large amounts. Nonethe- 
less, this segment of the national income which is generally taxed by 
state and local authorities is bearing a proportionately heavier share of 
the tax burden and can provide little to meet higher local budgets. 

Thus, the tax expert faced with the necessity for raising much larger 
sums than before the war to finance the heavy and inflexible obligations 
of governments, federal, state, and local, must probably accustom 
himself to the fact that income taxes in the lower brackets must be a 
continuing feature of our tax structure, though rates might be some- 
what lower than at present. 

At this point, having stated the problem and asked some questions, 
I defer to experts in taxation and debt management. The problem is 
one of ways and means. It is clear that this debt weighs heavily when 
added to other necessary expenditures. 

So let me ask one more question: Can a way be found, consistent 
with our tradition of not repudiating our debts, to integrate the debt 
into our banking capital structure—in such a way as Great Britain 
did so long ago? The Bank of England was founded on the British 
public debt. Our own national banks absorbed, in their note structure, 
part of the Civil War debt. Can we, thus, not devise a way to demone- 
tize and immobilize an important part of our debt and eliminate the 
interest on it—-and the worry and controversy—as our forefathers 
did? That is the problem of those who manage the debt, 


DISCUSSION 


LAWRENCE H. SELTZER: In reviewing Mr. Woodward’s attractively radd 
and well-spoken discussion of the relations between the public debt and our 
social institutions, I find it hard to tell just what troubles him most. He 
seems about equally awe-struck by three sets of thoughts. The first is that 
the Treasury has various specific and contingent obligations that are not 
a part of the formal public debt. But most individuals and business enterprises 
have similar unclassified liabilities—the amounts that will be needed for 
your children’s education, for example. Mr. Woodward mentions such items 
as social security commitments, commitments to make future loans, etc. 
Now one can go to any lengths he finds useful in this direction. If, for example, 
you feel that our national defense is bound to require an outlay of 5 billion 
dollars a year for the indefinite future, you can argue, if you-like, that we 
should capitalize this liability, say at 2 per cent, and thus add 250 billions 
to the public debt. By doing similarly with other recurring and more or less 
unavoidable items in the budget and by refraining from thinking of future 
revenues, you can get into any state of despair you choose. But Mr. Woodward 
does not inditate what other use he would make of this thought. If he is 
primarily interested in calling attention to the sharp elevation in the level 
of-our total annual budgetary requirements as the result of the war, and of 
social security, aids to housing and similar governmental activities, he would 
do well to recognize that the public debt as such accounts for only a relatively 
small fraction of the total—less than one-seventh in the President’s most 
recent budget. 

Mr. Woodward’s second thought is that the influence of the debt upon 
governmental policies will have baneful effects upon all our principal social 
institutions; and his third, that the Treasury has become a maker—he thinks 
the principal maker—of monetary policy. 

His paper does not appear to be a call to action of any kind. For the most 
part it is rather a recitation of various direct and devious ways in which the 
family, the church, our economic organization, and the state will be inescapa- 
bly corroded or distorted by the demands of a great public debt. The pre- 
vailing tone is one of doom. There is no proposal for forestalling these influ- 
ences, no suggestion that we oppose them; there is only resignation before 
the inevitable, touched with lament. Although he makes a lame profession 
of optimism at the very end, and winds up with a few prayers, Mr. Woodward 
mainly tells us that our cherished institutions are to be helpless victims 
of the blighting influence of the debt. _ 

Now none of us here is in favor of the debt. But we cannot wish it away. 
Must it really dominate our forseeable future? 

In much of his discussion, I think Mr. Woodward is guilty of what the 
late Professor Charles Horton Cooley called the “illusion of centrality.’ 
Professor Cooley said that if you are familiar with any one factor of life, it 
presents itself to you as a center from which influence radiates in all directions, 
somewhat in the same way as the trees in an orchard will appear to radiate 


* Social Process (New York: Charles Scribner’s Sons, 1920), p. 50ff. 
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from any point where you happen to stand. It is for this reason, I think, 
“ that Ellsworth Huntington sees all human culture as the product of geography. 
The view that any of us gets of human life is profoundly influenced by the 
particular window through which we see it. Mr. Woodward’s window lately 
has been the public debt. : - 

Now the public debt is doubtless of enormous importance in a restricted 
area. But in the larger world it must compete for influence with a great many 
other powerful forces. Undergraduates at my university, as at yours, are 
arranging their extracurricular activities, courting the girls, and planning 
their careers with little thought of the public debt. Thousands of scientists 
and inventors are now engaged on countless projects in laboratories the world 
over equally oblivious of the public debt. Their labors, spiced with luck, may 
have the power to transform our world far beyond the power of the public 
debt. The same is true of possible developments in the realm of ideas, in 
business organization, and in political relations. 

Even in the narrower realm in which the public debt looms large, there 
are important rival forces competing with it for power. It is here that I find 
the biggest gap in Mr. Woodward’s analysis. I take no great issue in detail 
with his recital of the various influences or inhibitions, as he terms them, 
likely to emanate from the debt, though I think his list is incomplete and 
one-sided. But I miss a discussion, no less important, of the character and 
strength of the various other interests that will influence ‘the authorities in 
their management of the debt. Mr. Woodward sees only the influence of the 
debt upon our social institutions. He ignores the reciprocal influence of the 
latter upon our management of the debt. 

As I read the history of this.and other countries, I find no dominating 
single-minded devotion to the objective of minimizing the direct burden of 
a great public debt. The established institutions of society, including our 
banking and investment organizations and others of our traditional ways of 
doing things, always have a large hand, and properly so, in shaping debt 
and monetary policy. We did not finance World War II by printing paper 
money or by borrowing at no interest cost from the Reserve banks or even 
by selling short-term, low interest obligations exclusively. A program of 
compartmentalizing the public debt was deliberately undertaken in recogni- 
tion of the existing institutional situation, of the broader needs of our economy, - 
and of the varying needs of different classes of investors. Life insurance com- 
panies were not forced to subsist on three months’ Treasury bills yielding 
34 of one per cent. The commercial banks were not asked to buy thirty-year 
bonds. The War Savings Bonds, yielding 2.9 per cent in ten years, and re- 
deemable on demand after sixty days, were palpably not designed primarily 
to reduce interest costs. The Treasury plainly recognized and acted upon 
other considerations as well as those of minimizing the direct burden of the 
public debt. I see no reason to doubt that this will also be the case in the 
future. 

A curious implication in Mr, Woodward’s discussion is that the government 
—particularly the Treasury Department—must be presumed to possess not 
only the single-minded purpose, but also all the knowledge, skills, and tools 
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it needs to insure the kind of debt management he fears. I find it curious 
because so often the very persons who are readiest to contend that a demo- 
cratic government possesses only limited powers to produce specific good 
results by deliberate management, are equally quick to credit it with un- 
limited powers to achieve planned results that they consider bad. 

Yet -there are clear reasons why the power of a democratic government to 
achieve very precise planned results is limited in both directions. Let me note 
a few of them. Even in the restricted field of interest rates the forces that must 
be managed are more than mechanical ones such as the volume of excess 
reserves, The attitudes of bankers, businessmen, and investors also count for 
much, and these are much less subject to management. The techniques at the 
disposal of the authorities do not cover the whole field. The riskier customer 
loans and the interest rates implicit in stock prices, for example, are not 
highly responsive to monetary policy. And the techniques are apt to be im- 
perfect even in the parts they cover. And, finally, among other reasons, the 
authorities are usually handicapped in using even their available techniques 
fully because they are concerned for the secondary or incidental effects of 
their actions upon particular institutions or upon competing objectives. That 
is, they are properly far from single minded. 

Some of the limitations of the monetary authorities even in their technical 
sphere and their disposition to follow broader objectives than Mr. Woodward 
allows for may be illustrated by reference to our.monetary experiences of the 
middle and late thirties. 

We have all heard or read many statements to the effect that the sub- 
stantial decline of interest rates in the United States after 1933 was brought 
about deliberately by the government through artificial intervention in and 
control of the money markets, Yet as I interpret the record, the most that 
can be said for the government’s role is that it did not arrest a decline that 
had its origin and impetus in outside forces. 

Did the Federal Reserve banks add anything to member banks reserves 
to foster declining interest rates? No. The -total amount of federal bank 
credit outstanding at the end of 1939 was about 100 million dollars less than 
‘at the end of 1933, and the maximum amount outstanding at any time during 
the intervening period was only 200 millions more than it had been at the 
end of 1933.? 

To what was the decline in interest rates in the United States primarily 
attributable? First, to the huge flight of gold to this country from the shadow 
of Adolf Hitler, a flight which, coupled with the upward revaluation of 
69 per cent in the monetary value of gold, swelled member bank reserves 
by about 14 billion dollars between the end of 1933 and the end of 1939. 
And second, to the reduced demand for funds, reflected by a net decline 
of more than 50 per cent in the total loans of all commercial banks in the 
United States in the ten years ended in 1939.5 Our monetary authorities 
planned neither of these developments. 

* Banking and Monetary Statistics (Washington: Board of Governors of the Federal 


Reserve System, 1933), Table 102. 
* Ibid., Table 3. 
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Far from following a single-minded policy of reducing the direct interest 
burden of the public debt, the Reserve System and the Treasury both took 
actions looking toward neutralizing the expansionary influence of the gold 
imports, 

The Reserve Board in 1936 and 1937 utilized in full its statutory power 
to double member bank reserve requirements. I think the Reservé banks 
were restrained from mopping up additional excess reserves through the sale 
of their entire open-market portfolio only because their portfolio was not big 
enough in any event and because its sale would have eliminated their principal 
source of earnings, and might eventually have resulted, therefore, in making 
them dependent upon Congressional appropriations—a prospect they- could 
not be expected to welcome. 

The Treasury, in opposition to its immediate narrow interests, used its 
gold revaluation profit in nonexpansionary ways. It used some of it to bring 
about the retirement of the national bank note currency, and most of the 
remainder for the Stabilization Fund. Again in opposition to its immediate 
narrow interests, it sterilized incoming gold in 1937 in order to prevent that 
gold from further inflating member bank reserves. 

In raising member bank reserve requirements in 1936-37, the Board of 
Governors of the Federal Reserve System contemplated only a restraint on 
undue further credit expansion, not an immediate contraction in member bank 
holdings of government securities or a rise in interest rates. Nevertheless, the 
member banks responded by reducing such holdings by 856 million dollars 
in the first six months of 1937; and the average yield of all Treasury bonds 
not due or callable for twelve years or more rose from 2.46 per cent at the 
beginning of 1937 to 2.83 per cent early in April; and the average yield on 
3-5 year tax-exempt Treasury notes rose from 1.13 to 1.65 per cent in the 
same period. 

Even during the war, the eyes of the Federal Reserve authorities were not 
fastened alone on the maintenance of low interest rates for war finance. The 
authorities were concerned also with regaining their control over member bank 
credit expansion by eliminating the excess reserves existing at the outbreak 
of the war. To this end, the Reserve authorities prevented any net addition 
to the reserves of member banks during the first two years after Pearl Harbor, 
causing the member banks to use up most of the excess reserves that they 
possessed at the beginning of the war; and the authorities have since prevented 
excess reserves, mainly held now by country banks, from exceeding 800-1,000 
million dollars. 

When the public debt is of only small size in relation to such magnitudes 
as the national income, skillful management of the debt may seek essentially 
the same restricted “business” objectives as skillful management of a private 
debt: a convenient spacing of maturities, minimizing interest costs, and keep- 
ing the door open for possible future borrowing. These objectives are by no 
means unimportant today. They are in no sense illegitimate. 

But when the size and character of the public debt are such that it con- 
stitutes an important part of the whole economic environment, as is the 
case today, I do not think it reasonable to suppose that the central authorities 
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will see their task as solely the attainment of “business” objectives. They will 


wish fo foster a healthy business situation, high employment, stable prices, 
- and the like. Hence, they are forced to consider how to manage the public 
~ debt with due regard for our other broad interests as well as for the question 
whether, how, and how much-.to manage other departments of our economic 


life in the interests of a lighter burden of public debt. And they are con- © 


strained to approach both parts of the problem with the caution appropriate 
to the great gaps in our understanding of economic processes and to the limited 
efficacy of their powers. 


- Susan S. Burr: Preparation of comments on Mr. Woodward’s paper has 


been a difficult task. The subject indicates a fundamental approach going - 
beyond many details on which attention is usually focused. Yet I am puzzled’ 


in attempting to evaluate the paper as a whole. 
Mr. Woodward’s technique appears to resemble that of some shrewd ad- 
ministrators of research who deliberately assign research projects in an 


ambiguous manner in order to stimulate thinking. Taking this as my cue,’ 


I shall address my remarks to several isolated topics that I have considered 
in trying to understand the subject of public debt and institutions. 

First, I find it difficult to divorce myself as completely as Mr. Woodward 
has from a quantitative approach. I doubt if a broad understanding of the 
public debt situation and the implications for the future can be fully developed 
without considerable use of statistical data. He introduces one figure—a gross 
debt of 260 billion dollars according to official statements—and then proceeds 
to disqualify the figure by discussing various aspects of government obliga- 
tions that are not explicitly covered. He implies that the fundamental prob- 
lems cannot be analyzed quantitatively. 

I shall not discuss detailed public debt figures. Cavemen activities have 
expanded in lines which involve both commitments to make payments under 
certain conditions and guarantees to pay money. These have implications, 


both directly and indirectly, for future expenditures and also for future debt- 


obligations. So also has the prospect for growing government activities—a 
subject that has not been mentioned. In varying degrees, these are all in a 
somewhat different category from the direct obligations now on the books. 

The function of a quantitative approach can be illustrated from Mr. Wood- 
ward’s concluding section. There he calls attention to a statement by the 
British -historian, Lord Macaulay, that successive predictions that England 
must sink under a burden of public debt—first of 50 millions, then 80, then 
140, then 240, and finally 800 millions—involved a twofold mistake: first, 
they overrated the pressure of the burden and, second, they underrated the 
strength by which it was to be borne. An explanation of this experience might 
well start with a set of data suggestive for our thinking today. 

Some years ago as a part of the groundwork preparatory for the settlement 
of foreign debts after World War I, over-all statistics of the debt experience 
of England and France in the hundred years following the Napoleonic wars 
were examined. Two observations can be made: first, the public debts of 
these countries did not decline over. that hundred-year period; on the con- 
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trary, they increased—not steadily, but at intervals, usually in a period of war. 
Second, when the figures were plotted on a chart, with ratio scale, along with 
estimates of national wealth (the usual measure in those days of a country’s 
resources), it was strikingly evident that the wealth of each country had 
grown at a faster rate than the public debt. Accordingly, the debt had in 
reality become a smaller burden to the country. 

The point I wish to make is that we cannot evaluate our concern over the 
present public debt and its future without attempting to relate it quantita- 
tively to major factors in the country, such as its national income. Such 
analyses would present statistical problems, and would probably involve 
marked difference of opinion. There are, however, real possibilities for useful 
results. In part these are illustrated by Mrs. Wickens’ paper. 

My second comment starts with the title of the paper. What meaning 
should be attached to the word “institution”? There is room for more than 
one meaning, and several may be equally, if not more, pertinent. According ` 
to the dictionary, institution in the most general sense means “that which is 
established”; it may refer to a practice, a custom, an organization, or a rela- 
tionship in society. Mr. Woodward has directed his thinking toward certain 
conventional institutions of society: the family, the church, the business 
organization, and the state. 

In view of twentieth century developments in the financial organization of 
our economy, why nol use the word institution to focus analysis on certain 
established organizations of business? For example, why not separate busi- 
nesses into (1) those that provide goods and nonfinancial services, and (2) 
those that provide financial services. The latter group would include not only 
commercial banks but also mutual savings banks, insurance companies, other 
investment institutions, and a variety of other financial organizations. These 
constitute the group whose function is either to lend money and create 
credit or to direct the flow of funds by accepting money for lending and invest- 
ment, 

Public debt problems are very intimately related to the operations of 
financial organizations. As a group, these organizations have been and will 
continue to be affected by the public debt, but they in turn will excrt an 
influence on the future management and perhaps the size of the debt. When 
debt is expanding rapidly, as during a war, the Treasury takes the initiative, 
and the financial organizations are under pressure to purchase substantial 
amounts of public debt securities, Later, as debt shows little change or is 
retired, even though slowly, the balance of effects may run the other way; 
that is, the financial organizations may take an active role in seeking public 
debt securities because they need liquid assets for current operating purposes 
and also for investment outlets. 

Here again we need a quantitative approach. Our data are more adequate 
than at any time in our history. The problems originate in the unprecedented 
volume of public debt and currency. Institutional readjustments are to be 
expected, 

We should be able to anticipate changes more successfully than in the past. 
World War II is not unprecedented in introducing major developments in 
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the financial machinery of this country. For exarhple, the Civil War. National 
banks were created then to provide a market for publi debt. Such an innova- 
tion must have presented an overwhelming set of problems to the observers 
of that day. Looking back, however, we see something more than the mere 
fact of the establishment of a national banking system and a new currency 
based on government bonds held by banks. We see a marked change in the 
form of money in general use—the shift from paper money to “check” money; 
that is, bank deposits. Incidentally, however, it is necessary to cover the 
statistical gaps of that day by estimates in order to’ piece out the pierws; 
attention at the time was focused on other matters. 

My third comment is brief—on the subjèct of the fourth central bank. T fhis 
subject raises an important question that needs further consideration. It may 
be that the management of the public debt by the Treasury will render in- 

effective the monetary powers of the Federal Reserve System, I have some 
` doubts, but will not go-into the point. Monetary authority, however, does not 
encompass all powers and. policy decisions of the government. Broad non- 
monetary powers are likely to dominate Washington decisions and, as far as 
my information and experience gives me a judgment, these powers do not 
reside in the Treasury; that is, in the so-called “fourth central bank.” 

In concluding I wish to comment on the general attitude toward our post- 
war problems, as reflected in Mr. Woodward’s paper. His “counsel of despair” 
is not unique among economists as is indicated by a quotation from the 
current New Yorker: 


At a recent conference ... at Princeton, a group of prominent biologists got together 
and decided that- things didn’t look so hot, for Man, that he might very well be on the 
verge of extinction, The consensus of opinion . . . was grim: 

In fashioning man, nature concentrated on the brain, the speech organs, and the hands. 
All these she co-ordinated. Other organs and parts were permitted to degenerate .. . 
there are at least a hundred such vestiges which should have been thrown on the scrap 
heap but which cause trouble.* 7 

The general attitude is important because success in solving postwar 
problems will depend to a considerable extent on the approach. To -assume 
such a defeatist attitude niakes rather than solves problems. As-a substitute, 
I suggest that we cannot avoid the major readjustments that follow a war. 
The past, moréover, indicates that in such a situation both our economy and 
our institutions will show unexplored flexibilities, 

Raymonp J, SAULNIER: Basic to the development of Mr. Woodward’s 
_ ideas is an interesting conception of the public debt which he defines as a 
mass of contracts to transfer money claims through the federal Treasury. 
As Mr. Woodward develops this conception of the public debt it proves to be 


something of very great range and variety, far different from what it appears 


to be on first impression. Indeed, it is developed as a kind of summary of the 
financial implications inherent in the whole range of functions and responsi- 
. bilities undertaken by a modern state. This is a very useful way to look at 
public debt: we may call it, for convenience, “later impression public debt,” 


` 4January 25, 1945, p. 15. 
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in contrast to “first impression public debt” which is the familiar variety. 
But it should be noted*that the same conception can be applied to private debt. 
If one does so, one is in a better position to deal with the question: Does the 
public debt have an impact on social institutions significantly different from 
that which has been exercised by private debt? I agree with Mr. Woodward 
that if we were to pursue an analysis along these lines we would conclude 
that “later impression public debt” has affected such institutions as the 
family, the church, and business enterprise in ways quite different than has 
later impression private debt and the system of private property and capitalist 
enterprise which it reflects. But: we would also recognize influences arising out 
. of the latter. : 

Important as is this kind of analysis, we are also concerned with a narrower 
problem: What is the impact of the public debt, conventionally construed, 
on social institutions? For these purposes we can satisfy ourselves with Mr. 
Woodward’s “first impression public debt” as a “known and finite thing, con- 
sisting of the total appearing on the Treasury Daily Statement, and made up 
of the maturities and types reported in detail in the Treasury Bulletin,” 
although for Mr. Woodward’s penetrating remarks on the inadequacy of this 
first impression I am sure we are all very grateful. 

With regard to Mr. Woodward’s discussion of the “inhibitions” that de- 
velop in our society as a result of a large public debt—and here I was not 
always sure whether the references were to the first impression or the later 
impression variety—I have only one comment to make. I found it useful to 
substitute the word “attitude” for “inhibition” and in this somewhat different 
light, which I trust is a legitimate one, I find myself in disagreement on one 
principal point. Mr. Woodward suggests that the public debt encourages 
liquidity and an attitude on the part of financial institutions adverse to risk- 
taking. One can make, it seems to me, a very good case that the opposite atti- 
tude has been encouraged. So long as people behave in a reasonably rational 
manner in the selection of investments, funds will be channeled into one line 
or another depending on the rates of gross income from investment in the 
several channels that are open for the use of funds, and the costs to the in- 
vesting institution of investment in these several channels, including the 
necessary premium for the absorption of expected loss. Thus, an insurance 
company considers the relative merits of government bonds, corporate bonds, 
urban mortgages, farm mortgages, policy loans, real estate equities, etc. 

` Has the public debt, construed in the broader or the narrower sense, had the 
effect of discouraging investment in the more risky of these channels? I 
think not. On the contrary, the easy money policy of the federal government 
and the consequent low level of return on investment in federal obligations 
has had the effect of increasing the attractiveness of investment in other lines. 
The tendency for yields on all corporate bonds to move towards the basic 
rate, as set by governments, is evidence of this. Thus we find commercial 
banks, savings institutions, and insurance companies using their funds at the 
present time in ways which at an earlier date would have seemed definitely 
on the risky side. And universities, too! We find them in the real estate 
business, not in their conventional role as the recipients of miscellaneous 
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parcels, but as active competitors for 100 per cent locations with long-term 
chain store leases, and all the rest. The list of activities could be a very 
long and impressive one, as Mr. Woodward knows, for I expect he has made 
some very important contributions himself to this revival of what might be 
called “constructive” finance. These developments are the subject of much 
discussion today, and interestingly enough are most often under attack as 
being zoo risky! I think it is still open to considerable question whether 
such investments are as risky as some people think they are, but that is beside 
the point. The fact of the matter is that financial institutions are not becoming 
more conservative but are breaking away from conventional patterns, largely 
because of the lower rate of return on convéntional assets. This is one of the 
points at which current discussion is getting rapidly out of touch with the 
facts. 

There is a great deal that could be said concerning the impact of the debt 
on the family, the church, and business enterprise, but I shall confine myself 
to-a few general remarks. First, it is certainly true that the modern family 
is a far different social phenomenon than the family of even the late nineteenth 
century, but I suspect that the reasons for this difference must be found not 
‘so much in an examination of our public debt, viewed on the first impression 
basis, or even of the modern state looked at in the widest sense, as in an 
examination of the implications for the family of life under a highly developed 
machine technology. There is no doubt that the character of family responsi- 
bilities has been changed by the state’s assumption of certain responsibilities 
for social security, but they have also been affected in a precisely similar 
manner by the transference of these responsibilities to insurance companies. 
This illustrates the point I was making earlier; namely, that if we interpret. 
private debt in the same broad sense that Mr. Woodward interprets public 
debt, we may see that the impact of the latter is not as different from that of 
the former as first impressions would suggest. Let me put in a word for 
private debt and observe that it, too, has encouraged the development of new 
and significant attitudes and produced many complex shiftings of responsibility 
among social institutions. 

I am somewhat baffled in trying to appraise the effect of the broadening 
range of governmental responsibilities on the church. In any case it is probably 
impossible to make a fair appraisal of it at this stage in human history; but it 
is pertinent to observe that today the church is, in many lands, the rallying 
point of anti-totalitarian forces. On a different level, I wonder if it is true 
that the disbursements of churches under their various charitable activities 
are less now than they were when first impression debt was lower or when 
the range of government’s responsibilities was narrower? Furthermore, con- 
struing the public debt in this narrow Treasury statement sense, I suspect 
that its increase has, on balance, strengthened rather than weakened at least 
the financial position of church organizations. I do not speak from any broad 
knowledge of over-all figures but my guess is that the decrease in church 
income traceable to the lower rate of return on their investment assets has 
been more than counterbalanced by the increase in noninvestment revenues 
attributable to the increase in church attendance, and to the higher level of 
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employment and income which has raised per capita contributions. Also, 
churches are debtors, and have been benefited in this capacity. Church “debt- 
reduction societies” have done their jobs very well of late, and it would sur- 
prise me very much if one did not find that the mortgage debt of church 
organizations had decreased substantially over the last ten years. At least 
I gather this from my friends in the mortgage business. 

Finally, let me comment on Mr. Woodward’s observations concerning the 
direction that the transfer of responsibility has taken among social institutions. 
I trust that I am not misinterpreting his statement when I summarize it as 
indicating that the responsibilities no longer assumed by the family, the 
church, and business enterprise are now assumed by the United States Treas- 
ury. Mr. Woodward points out that “the Treasury is the ultimate destination 
of all of the passing on, the transference, . . .”” This seems to me to underesti- 
mate the role in our political system of the legislative branch of the government 
and to do less than adequate justice to the many agencies of government that 
administer directly to people. In other words, I would say that these responsi- 
bilities have been transferred to the “state,” in the broad sense, as many of 
them were transferred earlier, and are still borne, by business enterprise. If 
we were to develop this point we would soon be in the realm of political 
philosophy and quite out of the customary orbit of the economist. 

Let me turn to Mr. Woodward’s most interesting and significant remark 
on this general problem; namely, his observation on the position of the 
Treasury vis-a-vis the Federal Reserve System, and the emergence of the 
Treasury as the “fourth central bank.” 

His statement that the Federal Reserve System has almost no power is 
by no means unfamiliar, as is evidenced by the several footnote references in- 
cluded in his written paper. Statements have been made by banking authorities 
themselves, as is further evidenced by Mr. Woodward’s footnotes, that add up 
to the same general conclusion. It is, I suppose, the function of a discussant in 
meetings of this kind to take issue, and I am happy to take issue with this 
general conclusion. 

Ultimately the influence of a central bank over economic activity rests, 
first, upon its power to influence the money supply and, second, on its power 
to influence the direction of the flow of loan and investment funds. The greatly - 
increased power of the Treasury over the money supply cannot be denied, 
but it is still true that the Federal Reserve System exercises considerable 
powers in this respect and it is my guess that these powers will increase rela- 
tive to the powers of the Treasury over the calculable future. 

Bank holdings of United States Government .obligations have increased 
from about 20 billion dollars at the end of 1939 to around 100 billions at the 
end of 1945, and while they have decreased of late they stood at roughly 
96 billions on the June call date of 1946. It would be ridiculous, of course, to 
ignore this segment of bank assets, when one observes that total loan and 
investment assets of all banks at mid-1946 were about 136 billions. But it 
would also be a considerable departure from reality to ignore the economic 
impact of the 40 billions of other loan and investment assets that are held 
by banks outside their government securities account. ` These include a con- 
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siderable and growing volume of business loans, a very rapidly increasing 
volume of consumer loans, and a volume of nongovernment securities of 
nearly 10 billions. 

Furthermore, it is pertinent to remark that the trend of developments as 
regards the composition of bank assets at the present time is for holdings of 
government obligations to decline and for holdings of private loans and 
investments to.rise. This is due to a whole complex of conditions among 
which we must include the retirement of government debt, although Mr. 
Woodward very properly points out that the retirement of debt through 
the cancellation of excess Treasury deposits is a very special case. More im- 
portant for the long run is the transference of government debt from the com- 
mercial banking system into instirance companies, savings institutions, gov- 
ernment trust funds, and other fiduciary institutions. In an earlier essay 
that I was privileged to read, Mr. Woodward analyzed this process of 
absorption of the federal debt by transfer credit or savings institutions with 
- great penetration and, I thought, with most interesting and illuminating 
results. If one takes account of the steady, and now very rapid, growth of 
assets of insurance companies and savings institutions, one reaches the con- 
clusion that, unless natidnal income falls very considerably and in this way 
decreases markedly the flow of savings, we can expect that very large amounts 
of the federal debt will be taken out of the banking system in the calculable 
future. If at the same time there is an expansion of private debt—a develop- 
ment that seems inevitable to me—a quite different composition of bank assets 
will emerge. As this happens, the influence of the Reserve System over the 
. Money supply will increase. 

Naturally, their influence will not be as great as it was in the’ prewar 
world where the corpus of debt consisted almost exclusively of private obliga- 
tions, but I would maintain that the movement is in the direction of increased 
influence. Indeed, the magnitude of this process is somewhat startling. In the 
six years ending with December 31, 1946, the resources of insurance com- 
panies grew at the rate of about 2.5 to 2.75 billion dollars a year; the total 
loans and investments of mutual savings banks grew at the rate of over 
1 billion a year in the same. period. It seems not at all unlikely that in- 
dividuals will continue indefinitely to hold substantial amounts of securities 
and, finally, it is inevitable that the federal government itself will absorb 


increasing amounts of its own debt as it assumes wider and wider responsi- : 


bilities under its social security activities, In the twelve-month period ending 
in June, 1946, United States Government agencies and trust funds increased 
their holdings of federal debt by 4.2 billion dollars; commercial bank hold- 
ings fell in the same twelve months by nearly 1 billion. 

Even without referring to the newer techniques of credit control developed 
in recent years, and remarking only on this tendency for public debt to move 
from the commercial banking system to the great public and private pools 
of savings of the country; I find it very difficult indeed to see any net diminu- 
tion in the influence of the Reserve System over the money supply in the 
calculable future. For good measure, let me observe that the prospects are 
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for more rather than for less flexibility in interest-rate patterns and to this 
extent the influence of the Reserve System will grow beyond that evidenced 
by changes in the asset composition of the banking system. 

There is an important implication of this transference of debt that may be 
remarked upon, as a final word. Other things equal, the shift of federal debt, 
or any debt for that matter, from the commercial banking system to transfer- 
credit agencies such as savings banks or insurance companies or government 
trust funds, has a deflationary effect on the economy. It is an open question 
whether the increase in the amount of bank holdings of private debt over the 
calculable future will be sufficient to offset the expected net decrease in com- 
mercial bank holdings of federal debt. If this offset is not accomplished the 
economy will be subject, over the near run, and possibly for some time to 
come, to a persistent deflationary pressure. 


E. A. GOLDENWEISER: I am grateful to Don Woodward for preparing a 
paper that raises numerous fundamental questions and for arranging what 
I believe was an excellent session of the Association. 

I should like to question, however, the great emphasis he places on the 
growth of power of the Treasury, and his contention that the Federal Reserve 
System has become merely a rubber stamp in carrying out the dictates of ° 
the Treasury. I recognize that the Treasury, through its power of determining 
the rate at which government securities are issued and the form in which the 
debt is refunded, has great importance in financial markets; but it has always 
had this power which has become more important only because of the increase 
in the debt. Furthermore, the rate at which the Treasury is able to float its 
securities is greatly influenced by Federal Reserve policy. 

The way the picture looks to me is that the government and the economy 
have been profoundly affected by changes brought about by the depression 
and the war. The consequences of these catastrophic events have to be taken 
into account in the conduct of daily affairs by all governmental agencies as 
well as by individuals and corporations. The Federal Reserve System as a result 
of its enormous portfolio of government securities has, if anything, greater 
powers now than it has ever had. The fact that in the exercise of these powers it 
has to take into consideration possible repercussions arising from the size and 
ownership of the public debt merely indicates that the Federal Reserve in 
this respect does not differ from other agencies of the government, or from 
private institutions and individuals, 

If one thinks of the government as a unit rather than as a group of com- 
peting agencies, and if one recognizes that they jointly have one objective, 
the maintenance of stable prosperity, then the functions of the different arms 
of the government, of which the Federal Reserve is one, must be considered 
in relation to each other. In pursuing the common objective the President 
and the Budget Bureau determine what expenditures are to be recommended 
to Congress and Congress decides what expenditures are to be approved. 
Congress also decides what taxes are imposed, and in this matter it is guided 
by the Treasury to the extent to which it chooses to accept the Treasury’s 
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recommendations. While the Treasury has authority to determine the char- 
acter of government borrowing and refunding, the Federal Reserve has the 
power of influencing the degree of monetization of the public debt by influenc- 
ing the extent to which it is to be held by banks as against other investors. 
The fact that the Treasury and the Federal Reserve have co-operated during 
the war and presumably will continue to co-operate in the public interest 
reflects their conception of a common objective rather than the abdication 
or loss of power by either agency. 


MONETARY ASPECTS OF PUBLIC DEBT 
THE HERITAGE OF WAR FINANCE 


By Woov.ier THOMAS 
Board of Governors of the Federal Reserve System 


One of the inevitable consequences of war is the creation of a vast 
supply of money and other liquid assets and the exposure of the 
economy to the threat of serious inflation. The amounts of such assets 
created in the second World War surpassed all previous records, and 
this superabundance of money, unless wiped out by inflation and re- 
valorization, will continue for many years. Careful monetary and fiscal 
regulation will be needed for many years to come to avoid, at the worst, 
serious inflation and collapse or, at the least, instability in prices, 
credit, and interest rates. As a result of this heritage of war finance, the 
Federal Reserve System is no longer in a position to exercise effective 
control over bank credit expansion—the main function for which the 
System was founded—and faces the problem of finding ways to re- 
establish and maintain its capacity to influence credit developments. 


Methods and Consequences of War Finance 


War is inevitably inflationary because people receive incomes for 
producing and supplying goods which are not available for purchase. | 
War expenditures have to be financed and no country has yet been 
willing to impose upon itself a tax burden that will take as much as 
half of current income, the amount required in this country during the 
war just ended, or even to adopt a program of borrowing out of the 
people’s savings the balance between expenditures and taxes, Through- 
out the war, efforts were made in this country to raise as much of its 
cost by taxation as was feasible and to finance the rest so far as possible 
by tapping the savings of the people. Fiscal and monetary authorities 
were agreed that financing through banks, which results in the creation 
of new money, should be kept to the necessary minimum. Nevertheless 
the banks had to be relied upon to a large extent, and also policies had 
to be followed to assure a high degree of liquidity for securities sold 
to the public. Purchases by banks were needed not only to help main- 
tain an active market and to facilitate the general sale of securitics, 
but also to provide the increased money supply needed by the expand- 
ing and abnormal war economy. 

Although some expansion in the money supply and in banks’ holdings 
of government securities was desirable, the amount that actually oc- 
curred was no doubt excessive. “In retrospect,” to quote from the 
Annual Report of the Federal Reserve Board, “it is evident that more 
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vigorous policies should have been adopted-in order to raise more. of 
the cost of the war through taxation and fo restrict bank purchases of 
government securities.” Many of the financing’ procedures adopted en- 
~ couraged banks to purchase more securities than it was necessary for 
them to buy and thus helped to complicate the problem of postwar ad- 
justments. 

As a result of policies adopted to facilitate’ the financing of the 


government's needs during the war, there was a tremendous growth. 


in bank holdings of government securities. Total funds raised by the 
Treasury in the period’from the middle of 1940 to the end of 1945 
. amounted to 383 billion dollars. Over 40 per cent or 153 billion dollars 
of this amount came from taxes. About 230 billion was obtained by 
borrowing, of.which about 100 billion came from the banking system, 
including commercial banks, Federal Reserve banks, and mutual sav- 
ings banks. 

Another policy adopted during the war to facilitate war finance was 
the maintenance of the interest-rate structure at approximately the 
level existing at the beginning of the war. This policy served a three- 
fold purpose: (1) it kept down the interest cost to the government; 
(2) it encouraged prompt buying of securities by investors, who might 
otherwise have awaited higher rates; and (3) it kept the growth in bank 
and other investors’ earnings to moderate amounts consistent with the 
Purposes of war finance. 

` The interest-rate structure existing at the beginning and generally 
maintained throughout’ the war consisted of very low rates on short- 
term money, with a wide spread between them and rates on long- 
term securities. This unusual interest-rate relationship came into being 
during the years of depression when there were reduced demands from 
borrowers and at the same time large gold imports and unused bank 
_ reserves. i 
‘Maintenance of the wide differential between short-tetm ànd long- 


term interest rates during the war, however, encouraged expansion of, 


bank credit because it was possible for banks to sell short-term securi- 
ties to Federal Reserve banks and buy longer-term issues bearing 
` higher rates of interest, which in turn were stabilized. The new bank 
reserves created by sales of securities to the Reserve banks provided 
the basis for a deposit expansion at all banks in the country of ten 
times the volume of such sales. : 

Another result of these policies was a decline in long-term interest 
rates. An implied assurance that prices of long-term securities would 
' not be permitted to decline removed an important distinction between 
long and short-term securities, and this policy, together with main- 
tenance of the low rates:on short-term securities, encouraged holders 
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to shift from short-term to long-term issues. As long as the Reserve 
System stood ready to purchase short-term securities at prevailing 
rates, these rates could not rise. The longer-term rates declined. These 
low long-term rates have necessitated substantial adjustments for life - 
insurance companies and other savings institutions. 

The method of handling the war loan drives also was a stimulus to, 
bank credit expansion. Nonbank investors could sell previously ac- 
quired issues to banks and subscribe for new issues, thus helping to 
attain quotas. Banks during the drives had excess reserves because de- 
posits against which reserves were required were drawn down in the 
purchase of securities, while Treasury deposits, against which no re- 
serves were required, increased. This shift of funds resulted in a reduc- 
tion in member banks required reserves. 

As a result of these operations, bank holdings of government securi- 
ties increased substantially during drives. Between drives, as deposits 
were reshifted and required reserves increased, banks sold sufficient 
securities to the Federal Reserve to meet the higher reserve require- 
ments. The net result was a gradual expansion in bank holdings of 
government securities throughout the war period. 

Commercial banks increased their holdings of United States Govern- 
ment securities by approximately 70 billion dollars. At the same time 
their loans expanded to the highest level since 1930. As a result of the 
growth in assets, bank earnings increased substantially during the war 
and in relation to capital, funds were at the highest level on record 
during 1945. 

Banks were able to expand their holdings of securities by any amount 
they could obtain because additional reserves were almost automatically 
supplied by the Reserve System in following its policy of keeping down 
short-term rates. The volume of short-term securities outstanding was 
sufficient to permit a much further expansion of Federal Reserve hold- 
ings. In effect the banking system was permitted—in a sense en- 
couraged—to expand its earning assets, and the necessary reserves 
were supplied. Banks incurred additional expenses in servicing the 
greatly increased wartime monetary demands, but were adequately 
compensated by the earnings received. 

The result of these developments was a tremendous expansion in the 
liquid asset holdings of the public. The holdings of deposits and cur- 
rency by individuals and businesses increased by a hundred billion 
dollars to two and a half times the prewar level. The inflationary po- 
tential in this expanded money supply is roughly indicated by the in- 
crease in its ratio to the annual value of the country’s total production 
of all goods and services. This ratio is now about 80 per cent compared 

- with 70 per cent or less in the late thirties, a period of considerable un- 
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employment and unused resources, and with a little over 50 per cent in 
the twenties, a period of active business and full employment. 


In addition to the greatly expanded holdings of deposits and cur- 
‘ rency, individuals and businesses have nearly a 100 billion dollars of 


government securities, or eight times the prewar level. These can be 
readily converted into cash as long as the Federal Reserve banks stand 
ready to buy them. This is an aspect of the present situation which has 
no precedent in economic history and is of incalculable significance. 

Inflationary developments that have been evident during the past 
year and are now approaching a climax unquestionably had their seeds 
in war finance. As indicated, however, war and its finance are neces- 
sarily inflationary. Their effects must be counteracted by direct con- 
trols over demand, supplies, and prices, which cannot possibly be in 
equilibrium during war and its aftermath without stringent taxation. 
We avoided serious inflation during the war by the maintenance of 
controls, as well as through the public’s exercise of voluntary restraint. 

Current fiscal developments and monetary policies are not now add- 
ing to inflationary pressures. The budget is balanced. The Treasury’s 
debt-retirement program is exerting a drain on bank reserves and has 
brought to an end over-all expansion in bank credit. Bank holdings of 
government securities and loans on securities have been considerably 
contracted. There has been, it is true, considerable expansion in bank 
loans to businesses, on real estate, and to consumers. These loans reflect 
in part needs for the expanding production and distribution of civilian 
goods, but probably also reflect some speculation and excessive com- 
mitments. The more important inflationary pressures, however, are 
the result of past developments and are beyond the realm of any short- 
term monetary and credit restrictions that could now be imposed. 

The superabundant volume of money has already been created 
through expansion in the public debt and can be reduced only through 
contraction in that debt or by a shift from banks or other holders who 
regard their securities as liquid assets to more permanent investors. 
Such changes can occur only slowly. To bring them about and in the 
meantime maintain a reasonable degree of stability in the government 
securities market are the major postwar problems of fiscal and mone- 
tary administration. 


The Problem of Postwar Monetary Policy 


In view of wartime developments, the central problem that will face 
the Federal Reserve System in the future is to re-establish and maintain 
control over bank credit expansion—the main function for which the 
System was founded. The increases of more than 50 billion dollars in 
commercial bank holdings of government securities and of 100 billion 
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in holdings of businesses and individuals, which can be readily sold to 
the Reserve banks and thus create additional bank reserves, make it 
difficult, and perhaps impossible, for the System to exercise effective 
control. The reserves that could be created would provide the basis for 
a tenfold expansion in bank credit and bank deposits. 

It has been suggested that credit expansion could be prevented if the 
Reserve System would refuse to purchase additional government securi- 
ties or would purchase them only at higher rates. It is true that a nar- 
rowing of the spread between the yields on short-term and long-term 
securities would remove the incentive for banks and other investors 
to shift short-term securities to the Reserve System in order to purchase 
longer-term ones. z 7 

A policy of permitting short-term rates to rise, however, would in- 
crease the cost to the Treasury of carrying its short-term debt and 
would complicate the Treasury’s refunding problem. It would also in- 
crease bank earnings, which are already more than adequate. It has 
been frequently stated that the System’s refusal to follow this course of 
action is based entirely upon these considerations, expressed in its com- 
mitment to the Treasury to maintain a low level of interest rates. It 
would be more correct to say that the System’s commitment is based 
upon its view that under present conditions a rise in short-term interest 
rates would not accomplish the desired result of preventing. credit ex- 
pansion and might have harmful effects. 

Should the Reserve System refuse to purchase government securities 
offered for sale and not taken by others, then interest rates would be 
subject to wide fluctuations. With 260 billion dollars of the public debt 
broadly distributed among individuals, businesses, and investment in- 
stitutions, the possible effect of fluctuating interest rates upon the finan- 
cial position and the actions of these holders is difficult to predict. The 
consequences of attempting to use such a remedy might be more harm- 
ful than the disease. 

The System would have to purchase government securities at some 
rate. It is not possible to know how much of a rise in interest rates 
would have to occur to stop sales to the Reserve System. Any rise in 
short-term rates might be accompanied by a rise in long-term rates. If 
short- and medium-term rates should rise, the premium to investors for 
making long-term commitments would be reduced and shorter-term 
investment made correspondingly more attractive. New investment 
funds would prefer shorter-term as against long-term investment be- 
cause of the possibility that long-term interest rates might eventually 
also rise. Higher short- and medium-term rates would thus generate un- 
certainty as to the course of long-term interest rates. It might even bring 
about shifting by investors from long to shorter investment, with such 
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shifting itself acting iasa force to raise long-term rates. If long-term 
rates were permitted to rise, one effect of uncertainty might be to'jeopar- 


dize the savings bond sales program and cause wholesale redemptions. 


While some degree of uncertainty may be, desirable,” particularly 
when bonds are selling at substantial premiums, there is a limit as to 
how far this can be carried without seriously upsetting thé market. The 
events of recent months when long-term bond prices have. fluctuated 


within a range of four points indicate that purchases of these bonds 


at premium prices are not without some risk. 

It is doubtful whether any rise in yields on government securities 
would discourage banks from selling those securities in order to make 
private loans or to invest in corporate bonds, if attractive loans and 
investments were available. Experience shows that changes in Federal 
Reserve discount or buying rates alone have not been sufficient to 
stop or even effectively restrain a speculative credit expansion. These 
changes would be even less effective in a situation where their primary 
effect would be upon prices of outstanding government securities rather 
than upon private borrowers. 

Long experience with brokers’ loans shows that banks will withdraw 
funds from the central money market in order to take care of the de- 
mands of their customers and that they will not be discouraged from 
doing so by high money rates. In the case of brokers’ loans the loans 
called had to be shifted to other lenders, whereas in the case of govern- 
ment securities the banks need only to sell them to the Federal Reserve 
and thus create additional reserves. Some power other than that of 
higher interest rates is needed to deal with such a development. 


Proposals for Additional Controls 


In view of this heritage of war finance, the Federal Reserve System 
is faced in the postwar period with a twofold problem: to prevent 
speculative or otherwise excessive expansion of bank credit and at the 
same time to assure reasonable stability in the prices of the large 
volume of government securities outstanding. There must be limits to 
the ability of banks and others to convert government securities into 
additional bank reserves and this must be ope without widely 
fluctuating interest rates. 

Solution of this basic long-run problem can be TEE only by giving 
the Federal Reserve System additional instruments of regulation such 
as those suggested in the 1945 Annual Report of the Federal Reserve 
Board. 

The three basic plans proposed by the Board for consideration by the 
Congress may be designated by the following terms: (1) a primary 
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reserve plan; (2) ¢ a secondary reserve plan; and (3) a bond limitation 
. plan. .. 
These -three proposals have many similarities and also important 
differences. In each case adoption would require legislation, which 
should permit considerable administrative flexibility, because of the 
wide differences between individual banks and groups of banks. It 
would also be necessary that they apply to all commercial banks, not 
alone to member banks of the Federal Reserve System. These powers 
could be so applied as to leave banks adequate ability to take care of 
the credit needs of industry, commerce, and agriculture but would give 
the Reserve authorities some control over excessive expansion of such 
credits. 

‘The Primary Reserve Plan. This plan is simply a further increase in 
commercial bank reserve requirements. In order to keep short-term in- 
terest rates from rising, it would have to be accompanied by Federal 
Reserve purchases of securities. The amount of such purchases would 
probably correspond closely to the increase in requirements. To assure 
adequate powers to absorb a large portion of short-term securities held 
by banks, the law should authorize an increase to twice the present 
statutory maximum, but any increase in requirements probably should 
be applied gradually and might never reach the maximum. 

The principal effects of this measure would be (1) to shift a certain 
amount of earning assets, presumably short-term government securities, 
from commercial banks to Federal Reserve banks, and (2) to-reduce 
the ratio of multiple credit expansion on the basis of a given amount 
of reserves. It would, therefore, diminish the amount of short-term 
securities available to sell to the Reserve banks and also reduce the 
potential credit expansion on the basis of any reserves that might be 
created by such sales. 

This measure could be applied to put the banks under pressure to 
liquidate securities and thus discourage further purchases of long-term 
issues, while Federal Reserve support would keep interest rates from 
rising above the established pattern. It would correspond to present 
banking practices, be relatively simple to operate, and permit adjust- 
ments in the market because of interbank flows of funds to be carried 
out as at present. 

The proposal would tend to reduce the earnings of commercial banks 
and increase those of the Reserve banks. If this plan were adopted it 
might be desirable for the Reserve banks to have power to pay some 
interest on reserve balances, in case bank earnings should be unduly 
reduced. 

Legislation authorizing this action might also include provisions for 
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amending various aspects of the present requirements, such as permis- 
sion to count vault cash and greater administrative flexibility i in impos- 
ing different requirements on different types of deposits andi in classify- 
ing banks for reserve purposes. 

- The Secondary Reserve Plan. This would establish a ae second- 
ary reserve of Treasury bills and certificates equal to a specified per- 


centage of net demand deposits. This percentage might be placed ini- - 


tially-at a level that would induce commercial banks as a group to retain 
their present holdings of short-term government securities—probably 
around 20 or 25 per cent of net demand deposits would be sufficient. Sub- 
sequently the perecentage should be sufficiently high to assure for such 
securities a commercial bank demand large enough to maintain the de- 
sired level of rates without Federal Reserve purchases. 

To facilitate transition to the new plan, as well as regular adjust- 
ments of bank positions required by interbank flows of funds, banks 
should be permitted to hold cash (including reserve balances) as 
secondary reserves in place of bills and certificates. This feature, which 
distinguishes- this plan from that proposed by Lawrence Seltzer,’ 


essential to make the plan effective as a limitation on bank credit ex- . 


pansion. Otherwise it would be necessary for the Treasury to supply 
bills or certificates to banks needing them to meet their secondary 
reserve requirements against expanding deposits. This would mean 
further credit expansion and deposit growth. 

This plan has the advantage of permitting banks to retain benna 
holdings of short-term government securities, but limiting their ability 
to sell these to the Reserve banks in order to make other loans and in- 
vestments. This plan is essentially similar to the primary reserve plan, 
except that under the secondary reserve plan the commercial banks 
could continue to hold the short-term government securities whereas in 
thé primary plan the Reserve banks would hold them. 

The secondary reserve proposal has been criticized because it would 
purportedly require the banking system to increase holdings of govern- 
ment securities every time there was an increase in deposits resulting 
from expanding loans. It is, of course, true that credit expansion would 
increase the amount of required reserves, as at present. Banks would 
- have the alternative, as they do now, of liquidating some other asset or 
of borrowing from the Reserve banks. Under the proposed plan they 
could not reduce their holdings of Treasury bills and certificates, unless 
they had an excess, but would have to sell long-term issues out of their 
portfolios. The plan would establish short-term government securities 
in a preferred market position over other types of short-term paper. 


*Lawrence H. Seltzer, “The Problem of Our Excessive Banking Reserves,” Journal of 
the American Statistical Asseciation, Vol. 35, No. 209 (March, 1940), pp. 24-36. 
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An important-disadvantage of this plan is that the double set of reserve 
“ requirements might complicate adjustments necessary in the case of 
interbank flows of funds, but it is possible that such a scheme would be 
no more complicated in practice than the present system. 

The Bond Limitation Plan. Such a plan would limit a commercial 
bank’s holdings of bonds to no more than an amount corresponding 
approximately to savings deposits and capital accounts plus some per- 
centage of its net demand deposits. In a sense this plan would merely 
extend the policy pursued during the war of restricting bank investment 
in long-term Treasury bonds. At the outset these percentages might be 
established at levels that would prevent commercial banks from adding 
to their present holdings of bonds—an average of about 50 per cent 
of net demand deposits or maybe even higher would cover the bulk 
of the commercial banks. Eventually the percentages should be suf- 
ficiently low to assure a commercial bank demand for short-term gov- 
ernment securities large enough to maintain present rates without 
Federal Reserve purchases. i 

This limitation should apply to all bonds, or probably to all single 
payment marketable securities having a final maturity of more than 
one year at time of issue, or it might be more limited in scope. It would 
have to cover obligations of state and local governments and of cor- 
porations; otherwise United States securities would have a disadvan- 
tageous market position. Bonds within a year or perhaps within five 
years of maturity might be exempt from the limitation, but such ex- 
emption would cause sudden adjustments in the market and in the 
banking position as large issues came out from under the limitation. 

This measure would not restrict bank lending activities and might 
even encourage them. It would leave the various sectors of the short- 
term market—government and private—on a comparable basis. Ad- 
justments of reserve positions between banks would not be particularly 
complicated by this plan, although some reductions in bond portfolios 
might be necessary if banks lost deposits, particularly time deposits, 
and increases would be permissible in case of additions to deposits. This 
plan would be less restrictive than the others because it would not re- 
strict banks in shifting from short-term securities into loans, although 
by lowering the amounts of bonds banks could hold, the authorities 
could force liquidation of bonds, rather than short-term securities, to 
offset any loan expansion. 


Application of the Proposals 


Any of these various plans could, once established, be fairly rigidly 
maintained, while traditional Federal Reserve open-market and dis- 
count rate policies were relied upon for current policy measures. Alter- 
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natively these new schemes còuld be flexible i in their application, with 
requirements and limitations being varied as bank credit and monetary ~ 


7 developments and prospects might justify or require. 
It should be made clear that these:proposals are not revolutionary 
‘or drastic nor would their. application-interfere unduly with the detailed 


operation of banks. They are not devised to save the Treasury interest... 
or to keep down bank earnings; although they could have these results, 


but are primarily to make possible the use of effective controls over 
credit expansion. They are in accord with the traditional Federal Re- 
serve instruments of open-market operations, reserve requirements, and 


discount rates, and are essential for the effective use of those instru- 


ments in the future. 5 

The use of any of the new instruments would not necessarily mean 
rigidity in the level and structure of interest rates. It may be said that 
some such measure is necessary before policies can be adopted which 


would bring about changes in interest rates on private debt. These . 


measures are designed to set off a large part of the public debt and of 

_ bank investments in a way that would free them from the influence of 

` changing interest rates. Savings bonds and even a large portion of 
marketable obligations held by institutional and other permanent in- 
vestors are ordinarily not seriously perturbed by variations in interest 
rates. That portion of the public debt held in the active money market, 
as well as private debt, could be traded freely and permitted to fluc- 
tuate without the danger of these fluctuations causing widespread re- 
percussions. 

If the economy should be in position where investment demands ex- 
ceeded the available supply of savings, then interest rates might be 
permitted to rise rather than have an inflationary expansion in bank 
credit. On the other hand, it would be possible to prevent an expansion 
in credit which would depress the level of interest rates unduly, as was 
the case early in 1946. 

Nor would these instruments unduly restrict banks in making loans. 
Their purpose, of course, is to give the System authorities power to 
limit credit expansion—a power they were created to perform but can 
no longer exercise. Any limitation on the supply of bank reserves, 
however applied, or on the ability of member banks to rediscount i is in 
some degree restrictive on bank lending. 

It is hardly impressive to raise the “bogie” of restricting bank lending 
at a time when many types of bank loans have just expanded more 
rapidly and have risen to higher levels than at any time in history. If 
banks want to take care of the needs of their customers, it would be 
better for the maintenance of a stable credit structure if they would sell 
securities that nonbank investors will absorb and not those which will 
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be purchased only by the Federal. -Reserve banks. Through the one’ ` 
process there would be no net ‘credit expansion, whereas through the 
othef there would, be a growth i in bank reserves which would’permit 
multiple credit expansion.’ Application of these new powers by the 
Federal Reserve could, and should, be so regulated as to provide banks 
with adequate funds for meeting all sound needs of commerce, industry, 
- and agriculture. It is the task of the Federal Reserve authorities to 
supply the banks with enough reserves to meet those needs, as well as 
to prevent expansion in the available supply of reserves beyond the 
amount needed for sound credit demands. It has adequate capacity for 
permitting expansion but practically no power to prevent expansion. 

In summary, it may be said that because of the large money supply 
and the greatly increased capacity for further expansion which is the 
heritage of war finance, the credit situation in the postwar period is 
likely to be an unstabilizing influence upon the economy. The money 
supply, actual and potential, is large relative to current output and in- 
comes, even at present inflated prices. Additional measures may be 
needed to exercise more effective control over the supply and use of 
credit than would be possible under existing powers. 

In concluding, it might be appropriate to quote the London Econ- 
omist regarding the Board’s proposals, as follows: 


It comes as a surprise to learn from the thirty-second annual report of the Governors 
of the Federal Reserve System that the highest banking authority in the United States is 
submitting for the consideration of Congress proposals for the control of American com- 
mercial banking, the like of which has never even been contemplated in Socialist Britain. 


The Economist then adds the further significant comment: 


Before pushing the paradox too far, allowance should be made for two factors. The 
first is that the United States is a country with a written constitution where every executive 
action and every policy must, if possible, receive the garb of precise legalism and statutory 
enactment. What many other countries prefer to achieve by informal consultation and 
by gentlemen’s agreements must in America receive the compulsion and sanction of law. 
The second factor is that the moral ascendancy of the central banking authorities in the 
United States is not quite comparable with its counterpart in Britain and that an Act 
of Congress may be needed to do less well what can often be achieved by a nod from the 
“Old Lady of Threadneedle Street” in this country. 
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THE CASE AGAINST THE MAINTENANCE OF THE. 
WARTIME PATTERN OF YIELDS ON 
‘ = GOVERNMENT SECURITIES A 


By J. Brooxe WiLris 
Columbia University 


The aim of this paper is to examine the arguments for and the im- 
plications of the maintenance of the wartime pattern of yields on gov- 
. ernment securities.” The pattern is roughly defined by 3% of 1 per cent 
on ninety-day Treasury bills, 74 of 1 per cent on one-year Treasury 
certificates of indebtedness, and 234 per cent on the longest term bonds. 
This is substantially the pattern which was adopted fortuitously early 
in the war to aid in financing the war by means of bank borrowing at 
low cost. The arguments adduced for this policy are inconsistent and 
are not convincing. The extension of this policy during peacetimes, 
particularly when full employment exists, implies the complete sur- 
render by the Reserve System of quantitative control over the supply 
of money and eventually necessitates the curtailment of the present-day 
lending functions of commercial banks. Such a policy affords no satis- 
factory alternative quanitative basis of monetary control—which con- 
trol is made to.depend entirely upon the management of Treasury re- 
ccipts and expenditures. 


The Burden of Interest Charges on the Debt 


One of the main arguments for the maintenance of the wartime rate 
policy concerns the carrying charges on the debt. It is said that higher 
rates would impose a heavy burden on the Treasury’s budget and upon 
the economy as a whole.” The available evidence is not convincing that 
an increase in the annual charges on the debt as might result from the 
removal of ceilings or interest rates would prove intolerable. 

Interest charges on the debt are burdensome in several respects: (1) 
effort is involved in the collection of taxes and in the payment of in- 
terest and the keeping of records; (2) one class may gain at the expense 
of another since bondholders and taxpayers are not identical; and (3) 
national income may be adversely affected. l 

Advocates of cheap money and of deficit spending have argued on 

1 This policy is set forth in the Annual Report of the Board of Governors of the Federal 
Reserve System for the year 1945. t 

2 See Board of Governors of the Federal Reserve System, Annual Report, 1945, pp. 
4-5, and Marriner S. Ecclés, “Economic Conditions and Public Policy,” address before 
the Sixteenth New England Bank Management Conference of New England Council in 
Boston, October 25, 1946, reprinted in the Federal Reserve Bulletin, November, 1946, 


See also Annual Report of the Secretary of the Treasury for fiscal year ended June 30, 
1944, pp. “6-8. l 
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both sides of-this question. Those who preached the “we owe it to our- 

selves” doctrine held that the debt was not burdensome because the 

payment of interest from taxes represented merely a transfer of money 

from one pocket to another. Obviously if taxes were levied in propor-. 
tion to bond holdings so that in each and every case the tax cleared 

perfectly against the interest, the rate of interest on the government’s 

debt would be irrelevant. A 20 per cent rate would be no more burden- 

some than a 2 per cent rate. Moreover, if taxes to collect interest were 

based upon bond holdings there would be no incentive for investors 

to hold government obligations. Consequently, the government would. 
be forced to dispense with the fiction of borrowing and to redeem out- 

standing debt with new money. To tax existing debt on this basis seems 

out of the question in a capitalistic system based on privately-owned 

wealth. Since taxes are not based upon bond holdings, the payment of 

interest involves a transfer from taxpayer to bondholder, and the debt 

is burdensome to the taxpayer. 

The payment of interest is also said to be a burden upon the economy 
as a whole. Because taxes reduce total income by more than the pay- 
ment of interest increases total income, a “net leakage” results in 
“slowing down” of total income. Although the federal income tax is 
progressive, interest on balance is paid to nonconsuming sectors of the 
economy because of the concentration of debt holdings among institu- 
tions and high income receivers. Wallich has estimated the net leakage 
involved in paying 5.7 billion dollars annual interest on a 310 billion 
dollar debt at 0.9 billion dollars.® 

The leakage does not seem to be as great as generally supposed. 
With a more highly progressive tax system combined with a less con- 
centrated ownership of the debt, the burden as measured by leakage 
conceivably might disappear. On the other hand a policy of financing 
the Treasury at artificially low rates of interest would make the cal- 
culated leakage greater than it would otherwise be since a larger pro- 
portion of the government’s obligations would have to be sold to banks. 

The reality of leakage attributable to bank holdings is open to ques- 
tion. Wallich observed that holders of demand deposits derive a kind of 
negative income from the absence of service charges which the bank’s 
income from government securities makes possible.* Similarly Hansen 
and Greer maintained that the debt is in reality very widely distributed 
even though held so largely by institutions. Tax paying and income 


° Henry C. Wallich, “Public Debt and Income Flow,” Postwar Economic Studies, No, 3, 
December, 1945, Board of Governors of the Federal Reserve System, pp. 84-100. The 
calculation assumes that taxes are greater than otherwise by the amount of interest 
to be paid on the debt. Payment of interest is relatively burdensome only if such 
expenditures support consumption to a lesser extent than other kinds of government 
expenditure. 

Ibid., p. 91, n. 8. 
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` receiving groups, they said, indirectly become identical because of the | 


“a 


services the public receives from these institutions.‘ More recently Han- ` 
sen has asserted that debt held by the banking system “is burdenless, 


9 


on the community as a whole in the sense that the cost of bank services D 
must be covered somehow or other.” SR 


Excessive Bank Earnings 


A second argument holds that a rise in yields on government securi- 
ties would redound to the benefit of the banks. by further increasing 


their already excessive earnings. 


If excessive bank earnings should result from a rise in yields, there 
are various ad hoc means of correction, chief of which is taxation. In 


any case bank earnings are not a proper.criterion of monetary policy - 


and the problem if it arises should not be solved by that means. 

Bank earnings do not appear to have been excessive in comparison 
with the earnings of other enterprises nor in relation to bank capital 
requirements. 

A comparison of the absolute rise in net profits of the banks with the 
rise-in net profits of all corporations of the ten-year period, 1935 to 
1945 does not reveal extraordinary gains by the banks.’ 

A comparison of the rates of return on net worth of-banks with non- 


banking corporations does not show that banks enjoyed exceptional 


earning power except in 1944 and 1945.8 

The effect of a rise in yields of government obligations upon future 
bank earnings cannot be foretold with certainty. On the assumption 
that the present volume of earning assets of the banks remains un- 
changed, or is allowed to increase, a higher rate of return on those 
assets obviously would ‘result in larger gross earnings. Whether the 


‘current rate of net profits can be maintained will depend on many 


factors including the volume of earning assets,’ which, in turn, is in- 


t Alvin Hansen and Guy Greer, “Toward Full Use of Our Resources,” Fortune Magazine, 
November, 1942. 

€ Alvin Hansen, “A Symposium on Fiscal and Monetary Policy,” The Review of Eco- 
nomic Statistics, May, 1946, p. 71. 

1 Harris found that for the. year 1939-43 “in- general banking has not been so profitable 
as most business enterprises” although he observed that “there are many reasons why 
their gains should be kept down and possibly even more than they. have.” See Seymour E, 
Harris, “A One Per Cent War?” American Economic Review, September, 1945, pp. 668-669, 

8 For insured commercial banks the rate of net profits to total capital accounts was as 
follows: 1941, 6.73; 1942, 6.34; 1943, 8.82; 1944, 9.73; and 1945, 10.87. In 1945 the rate 
reached an all time high ‘but preliminary information for 1946 indicates a leveling off in 
the rate of return. 

°In the past two conflicting forces have been at work. The earning assets of the banks 
(mainly government obligations) tended to “increase relative to capital funds but at the 
same time the yields on earning assets relative to total assets fell. Net current earnings 
after taxes as a percentage of total assets declined every year from 1937 to 1945. This 
was because the rate of return per unit of assets was dependent in part upon the total 
volume of assets since the volume of bank assets is an important determinant of the supply 
of money which in-turn affects yields. 
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fluenced by the credit policy of the Reserve System and the Treasury’s 
policy inthe retirement of the debt, as well as bank costs, wages, serv- 
ice charges, etc.*° ; 

~ The inadequacy of bank capital has been described as “a plausible, 
spurious apology for excessive bank earnings.”** The belief that the 
capital of the banking system is adequate is based on the “riskless na- 
ture” and “ultimate soundness” of government obligations. This pre- 
supposes that the present policy of guaranteeing the prices of govern- 
ment securities is continued and ignores the possibility that in peace- 
times bank assets may consist more largely of private rather than. 
government debts representing risk transactions. 

The growth in bank capital since 1934 has been barely sufficient to 
maintain the ratio of capital to total assets other than cash and govern- 
ment securities. This growth has resulted almost entirely from the re- 
tention of earnings. Virtually no new capital has been raised through the 
sale of stock. It is by no means clear why new capital has not been 
attracted, but one factor has been the failure of market values of bank 
stocks to respond to the increased earning power of the banks. Market 
values of bank stocks appear to have risen in keeping with the growth 
in equity resulting from the retention of earnings, but, rightly or 
wrongly, have failed to give further weight to actual or prospective 
earnings.” i 

The advocates of low yields on government securities are perhaps 
less concerned with the excessiveness of bank earnings as such than 
with the fact that a large part of bank earnings is derived from govern- 
ment securities. According to Seligman, “the crux of the problem is 
just how much the government should contribute to the income of the 
commercial banks via interest payments or otherwise.’”* 

The position of the cheap money school seems to be that the present 


1 For an analysis of some of the conflicting forces at work see Federal Reserve Bank of 
New York, Thirty-first Annual Report for the year ended December 31, 1945, pp. 21-23. 
See also Bankers Trust Company, Outlook for Bank Earnings, 1946-1948, September 3, 
1946. 

™ Henry C. Simons, “Debt Policy and Banking Policy,” Review of Economic Statistics, 
May, 1946, p. 87. 

* One would suppose that if actual or prospective earnings were excessive, bank shares 
would sell well above book values. Not only did bank shares fail to participate in the last 
two stages of the general bull market which culminated in May, 1946, but they failed 
to rise above book value. The surprising thing is that during the war years when 
the rate of return on bank capital was rising the ratio of stock prices to book values 
for thirteen New York City banks was at or less than 100 whereas during the prewar 
years, 1934-40, this ratio was below book value in only one year, 1938, when the 
ratio was 0.93, and ranged as high as 1.42 in 1936. See Standard and Poor’s Corporation, 
“Banks,” Industry Surveys, Vol. 114, Pt. I, No. 96, Sec. 1, November 29, 1946, pp. B2-2. 
Weighted average ratios of bank stock prices to book values, based on high and low prices 
are charted in “Banks,” Vol. 113, No. 3, Sec. 1, April 11, 1945, and Vol. 114, No. 96, 
Sec. 2, April 24, 1946. 

“Harold L. Seligman, “The Problem of Excessive Commercial Bank Earnings,” 
Quarterly Journal of Economics, May, 1946, p. 369. 
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“contribution” is certainly too large in relation to services rendered and, 
perhaps, ought to be eliminated entirely. This general viewpoint has 
been defended on the grounds that (1) the government already has 


` access to whatever means of production it requires through the tax 


power and the power of the printing presses," (2) the issue of money is 
a government and not a private function, and (3) in acquiring obliga- 
tions of the government in exchange for their own, banks perform a 
costless operation and can hardly be said to provide credit of a higher 
quality than that which they. receive.*® i 

Point 1 of the preceding argument would apply equally well to other 


holders of government debt; i.e., to insurance companies, savings 


banks, or Individuals. The fact is that the government did not tax 


more heavily when it could have done so and, moreover, it was not 
authorized by Congress to use the printing press nor to sell its obliga-* 


tions directly to the Federal Reserve banks except to a limited extent. 
The question raised by point 2 is not whether banks are entitled to 


` Yeceive interest on government securities but whether private banks 


should be allowed to engage at all in the money: issue function; i.e., 
whether the granting of deposit credit against loans and investments 
should -be abolished. The question in point 3 involves the basis on 
~ which banks should be allowed to grant deposit credits. 

The complete ‘divorce of the granting of deposit credit from the lend- 
ing and investing activities of the banks has been advocated for many 


_ years. Fisher and earlier writers desired this, not because of excessive | 


` bank earnings, but because it was desired to control variations in the 
supply of money. Some of the more recent advocates of high reserve 
requirements appear to object merely to the granting of deposit credit 
on the basis of government as opposed to private_obligations on the 


' ground that banks are not entitled to interest income since they do 


r 


not provide credit of a higher quality than that which they receive. The 


strength of this argument depends upon the. assumption that the Re- 


serve System will continue to guarantee the prices of government 


securities. It is only on this condition that government obligations be- -- 


„ come equivalent to money as tender and, consequently, involve no risk 
of loss to the holders. Moreover, it implies that there is no cost con- 
nected with the deposit accounts which have been “created.” ` 

If the prices of government obligations are guaranteed by the Re- 


- serve System the case for high or 100 per cent reserve requirements is 


“ greatly strengthened, not because bank deposits dre costless creations, 
but because the reserve basis of bank credit is uncontrolled. To avoid 
Os C. R. Whittlesey; “Problems of the Domestic Monetary and Banking System,” Ameri- 
can Economic Review, March Sup., 1944, p. 251. 


* Ibid., pp. 369 and 374. See also Lawrence Seltzer, “The Changed Environment of 
Monetary-Banking Policy,” Americen Economic 5 Review, May, 1946, p. 75. 
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indefinite expansion of bank credit it becomes necessary to limit the 
discretionary investment activities of banks. The argument for divorc- 
ing these functions, however, relates to control of the money supply 
and not to bank earnings. 

A very high or 100 per cent reserve requirement would limit the 
loans and investments of banks to the amount of their capital and 
earned surplus. Banks could not continue to perform their present 
lending functions if they were made to depend solely on their own 
capital and surplus. Are the present commercial lending functions of 
banks desirable or necessary? A number of writers consider these 
functions obsolete in view of the decline in the relative importance of 
commercial loans and the alterations which have taken place in the 
basis of bank credit.** However, the absolute amount of bank loans has 
not altered very greatly and banks are still today the chief suppliers 
of commercial and industrial customer-loan credit. Despite the large 
volume of accumulated liquid assets held by corporations and their 
ability to finance themselves from internal sources, they still rely 
upon bank financing. In the past year business firms increased their 
bank debts by several billion dollars even though thcy also obtaincd 
several billion additional dollars from the sale of government securities. 
The other institutional lenders and the securities markets are not 
equipped to handle the kind of customer-loan credit which is the spe- 
cialty of the commercial bankers. Competition for private loans exists 
. among the various lenders, but it is mainly in the case of large borrow- 
ers of high credit standing and in the fields of intermediate and long- 
term credit for fixed capital purposes that the lending activities overlap. 
In the short-term working capital loan field, particularly in the case 
of customer-loans to medium and small firms, other lending institutions 
have not been able to compete. 

The essence of modern commercial banking lies in the inseparable 
combination of the lending function with the money function. If these 
functions are to be separated and commercial banks forced to confine 
loans to their own capital and surplus, the costs of present-day banking 
services cannot be covered. To impose service charges upon deposits to 
cover these costs would have regressive effects and would shift the cost 
from the taxpayer to the user of bank deposits probably with no social 
gain.” Consequently, if these services are desirable no clear advantage 


"Eg, among many others, Henry C. Simons, “Debt Policy and Banking Policy,” 
Review of Economic Siatstics, May, 1946, p. 88. 

1 On this point Hansen, Seligman, and Poindexter seem to be in substantial agreement. 
See Alvin H. Hansen, “A Symposium on Fiscal and Monetary Policy,” Review of Economic 
Statistics, May, 1946, p. 71; Harold L. Seligman, “The Problem of Excessive Commercial 
Bank Earnings,” Quarterly Journal of Economics, May, 1946, p. 376; J. Carl Poindexter, 
“A Critique of Functional Finance through Quasi-Free Bank Credit,” American Economic 
Review, June, 1946, pp. 314-315. On the other hand Simons maintained that the services 
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is to be served through basic alteration of the present arrangements 
whereby their cost is partly or even mainly covered by interest pay- 
ments on the debt. If the income which results from the government’s 
policy of financing through the banking system is regarded as excessive, _ 
the simple solution is to tax these earnings, restore the payment of in- 

‘terest on deposits, or require the banks to reduce present service 
charges. It will probably turn out that “excessive” earnings will be paid 
away to cover rising costs, particularly wages. 


Losses Resulting from Rising Rates of Interest 


Maintenance of the wartime pattern of rates is also defended on the 
ground that higher rates would reflect depreciation in the market value 
of outstanding government securities. The fear is expressed that, if the 

_ price declines were sharp, public confidence in the solvency of banks 
and other financial institutions and possibly in the government credit 
itself might be shaken.” A related consideration is the difficulty that 
would be faced by the Treasury in refunding maturing securities.” 
These arguments are difficult to reconcile with the contention already 
discussed, that higher rates would enrich the banks. It is difficult to 
see how this enrichment could occur if higher rates also forced banks 
to take heavy losses on their securities and if banks were unwilling to. 
reinvest maturing funds in the new Treasury issues. 

The extent to which various investors in government securities will 
be harmed by book or actual losses arising from price declines in gov- . 
ment securities depends (1) on the extent of the rise in rates and (2) 
upon the circumstances which govern the investment program of each 
investor. 

Although under present conditions the-withdrawal of Reserve bank 
support would probably be followed by a rise in yields on government 
securities, it is not to be expected that rates would rise to inordinate 
heights. The extent of the rise would depend upon many factors, in- 
cluding the opportunities for alternative employment of funds, the 
current rate of money savings, and the management of the-debt apart 
from direct price support by the Reserve System. 

In individual cases the losses in asset values resulting from risin 





of “warehousing and transfering private funds” should be paid by “appropriate” ‘service 
charges, that banking services should not be free only to persons with large balances. 
See Henry C. Simons, “Debt Policy and Banking,” Review of Econcmic Statistics, May, 
1946, p. 88. Saar 
~ "8 Woodliet Thomas, “Postwar Monetary Problems and Policies,” paper presented at 
the Inter-American Conference of Central Bank Experts, Mexico City, Mexico, August 
15-30, 1946, — eee 
~ ™Woodlief Thomas, op. cit., p. 9, and Marriner Eccles, “Economic Conditions ‘and 
Public Policy,” address before the Sixteenth New England Bank Management Conference 
of the New England Council in Boston, October 25, 1945, reprinted in Federal Reserve 
Bulletin, November, 1946, ‘pp. 1231-1232. 
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rates would depend not only upon the necessities of each investor with 
respect to the amount and timing of outpayments in relationship to 
inpayments, but also upon the discretionary actions of each investor in 
the management of his resources. . 
` The small investor appears to be adequately protected by the cash 
redemption feature attached to E, F, and G bonds. The nature of the 
contractual liabilities of insurance companies enable them to predict 
with accuracy their probable rate of outpayments and consequently 
to plan their investment portfolios in such a way as to avoid the neces- 
sity of having to sell securities prior to maturity. Individual commercial 
banks are more vulnerable than other investors because their liabilities 
are payable on demand and because deposits often shift from one bank 
to another or from one area to another, and consequently may force 
the sale of securities unexpectedly.” 

For the banking system as a whole Samuelson has argued that losses 
would not arise from a rise in interest rates since the banking system 
is a going concern which remains invested and which is unlikely to lose 
deposits, i.e., to suffer a rate of outpayments which exceeds the rate of 
inpayments, barring a general demand for currency or a forced con- 
traction in total bank credit.” This argument implies that the banking 
system is an enclosed and consolidated whole, a single giant bank 
which is able continuously to reinvest maturing securities at higher 
rates and thereby more than compensate, in the course of time, the 
depreciation in book values of old investments. 

This proposition does not hold true for a banking system composed 
of fifteen thousand separate independent units among which clearance 
is far from perfect. The individual bank is unable to estimate with 
much certainty the timing or probable amount of deposit withdrawals 
either seasonally or cyclically and, consequently, may have to sell 
securities before maturity and probably at less than cost in a period of 
rising interest rates. Moreover, the individual bank is compelled to 
observe conventional accounting practices in the treatment of book 
losses. Fortunately, thé average maturity of bank portfolios is rela- 
tively short, about four to five years, and therefore losses attributable 
to a change in interest rates would be limited. 

The fears of potential losses to be suffered by debt holders from a 
rise in yields on government securities seem to have been exaggerated. 


“Tn addition it is maintained that flexible interest rates and corresponding fluctuations 
in the prices of government securities “present an obstacle to stable ownership of securities” 
and are therefore undesirable in interests of economic stability. See Roland I. Robinson, 
“Monetary Aspects of National Debt Policy,” Public Finance and Full Employment 
(Board of Governors of the Federal Reserve System, Postwar Economic Studies), No. 3, 
December, 1945, pp. 74-75. . 

™ Paul A. Samuelson, “The Effect of Interest Rate Increases on the Banking System,” 
American Economic Review, March, 1945, pp. 16-27. 
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The losses would be greatest in the case of the speculative holders and in 
the case of those institutions which manage their investment portfolios 
without regard to the probable amount and timing of outpayments and 
which, in attempting to maximize current income, have overinvested on 
the assumption rates would not rise. 

Wholesale liquidation of government -securities with consequent 
sudden and sharp depreciation in values will not eventuate unless in- 
duced by inflationary developments. To avoid this outcome, continued 
market support of government securities through creation of money 
should be abandoned in periods of active business and full employment 
and the rate structure should be made to depend for its support upon 
intelligent management of the budget and the debt. 


Ineffectiveness of Higher Rates of Interest 


The removal of ceilings from yields on government securities has 
been opposed because higher rates would not prove effective in com- 
bating inflation. Essentially the argument is that the rate of interest 
has only a limited area of influence. Since it is a minor element in cost 
calculations it is not believed to exert much influence on investment 
or savings. Assuming this to be so it does not necessarily follow that a 
policy of freezing rates is desirable. A policy of freezing rates is ob- 
jectionable, not because higher rates are effective against inflation, but 
rather because the maintenance of low rates requires further ex- 
pansion in the supply of money.” To maintain arbitrarily low rates 
requires that the supply of money increase automatically in response 
to pressure on the adopted rate pattern and increase regardless of the 
conditions that give rise to that pressure. The implications of this are 
discussed in thé following section. 


Implications of Maintaining the-Wartime Pattern 
of Vields on Government Securities 


The wartime pattern of yields on government securities is an un- 
satisfactory criterion of central bank policy because it removes all 
limits upon the availability of bank reserves and renders the central 
bank powerless to control the supply of deposits. It therefore leads to 
the adoption of high reserve requirements, to the undermining of the 


22Various writers have argued that higher rates of interest (1) would not discourage 
inventory speculation, (2) would not deter further monetization of the debt by banks, 
(3) would not reduce the demand for government accommodation, (4) would not influ- 
ence the public to reduce its spending either from current income or accumulated cash 
balances, and (5) would not induce the public to convert deposits into government 
securities, See, e.g, L. H. Seltzer, “Is a Rise in Interest Rates Desirable or Inevitable?” 
American Economic Review, December, 1945, pp. 836-843; Marriner Eccles, op. cit., 
p. 1231; Roland I. Robinson, op. cit., p. 74. ; a 
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loan functions of the commercial banks, and ultimately to the imposi- 
tion of selective controls over all types of lenders. 

The present type of rate structure came into being during the thirties 
when excess reserves of the banks were very large and when the gov- 
ernment was relying heavily upon bank borrowing. The marked dis- ~ 
` parity between short-term and long-term rates would not have come 
about if it had not been for the bank demand and the fact that the 
maturity of bank purchases was shorter than the maturity of the supply 
of marketable debt. The maintenance of this maturity pattern of yields 
is dependent upon the continued absorption of government securities by 
the commercial banks or by the Federal Reserve banks; i.e., upon the 
continued expansion in the supply of money. x 

A curve in which yields ascend with maturity carries with it the im- 
plication that rates will rise.“It is illogical to select such a curve for 
freezing. If the market is generally convinced that this structure will 
be maintained, maturity. becomes a matter of indifference and conse- 
quently investors will purchase the longer maturities which afford the 
higher yields. Forces are set in motion which would produce a more 
horizontal curve if this were not prevented by the absorption of short- 
term securities by the Reserve banks.” 

The government securities held by commercial banks are considered 
by many persons to be inflationary because they can be exchanged for 
reserves. Government securities are therefore regarded as “excessive 
reserves” which afford the basis for a potential expansion of bank de- 
posits.* Because of this it is proposed to raise reserve requirements or 
to impose special reserve requirements in the belief that these devices 
would prevent further expansion of bank deposits. Such measures 
cannot prevent deposit expansion if rates are pegged at low levels. The 
need for such measures rests not upon the mere circumstance that the 
banks hold large amounts of government securities but upon Reserve 
bank purchases of government securities at guaranteed prices; i.e., 
upon the maintenance of the rate policy. The sale of government 
securities now held by commercial banks for the purpose of making 
new loans or investments will inflate total bank deposits only if the 
securities are purchased by the Reserve banks. This will not happen 
if the securities are sold to nonbank buyers. 

Even if higher reserve requirements are imposed, the Reserve banks 

Once rates are frozen gratuitous profits are certain to be realized from “riding the 
curve.” These profits can be realized because the prices of government securities move to 
a lower yield basis and rise in price as the period of their life to maturity becomes shorter. 

** Board of Governors of the Federal Reserve System, Annual Report for the year 1945, 


P. 4; Jobs and Markets (Committee for Economic Development, 1946), Ch. VI; Henry C 
Simons, “Debt Policy and Banking Policy,” Review of Economic Statistics, May, 1946, p. 
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cannot prevent an expansion of eda bank deposits if rates are- 
` pegged in. the face of a’ widespread demand for funds. If because of 
higher reserve requirements commercial banks are prevented from 
making additional loans and investments, noncommercial bank holders 


of the debt may be induced to sell securities to meet the demand for _ 


funds. The Reserve banks must purchase these securities to maintain 
~ rates. No power over reserve requirements can prevent a rise in com- 
mercial bank deposits which results from Reserve bank purchases of 
- government securities. Recent proposed versions of the 100 per cent 
reserve plans”* could prevent the supply of money from expanding in 
response to the discretionary lending and investing activities of com- 
mercial banks but could uul prevent deposits from expanding in re- 
sponse to growth in total reserves. If rates are pegged high reserve 
requirements merely alter the basis on which deposits expand, but do 
not insure that the deposit expansion will be any less than it~would 
be without high reserve requirements in-a free money market. 
~ It is difficult to reconcile the view of the Reserve Board Chairman 
that the debt is a demand liability and consequently that rates must be 
maintained, with the Board’s view that a rise in total deposits should 
be prevented. However, some writers attach no importance to the fact 
that freezing of rates requires a rise in the quantity of money. They 
imply that further increases in the supply of money will merely be 
held voluntarily by individuals in lieu of government securities as, it 
has often been observed, was the case during the war years. They 
further imply that the quantity of new money would not exceed the 
_ amount needed to satisfy the liquidity desires of the public and would 
have no effect upon the demand for private securities, for capital goods, 
‘or for consumer goods. 

The fact that rates are frozen may ‘decrease the proportion of money 
needed to satisfy liquidity desires with the result that excessive money 
holdings may be spent. The ex post equivalence of savings (as meas- 
ured by the difference between disposable incomes and consumer ex- 
penditures) to money plus government securities plus private debts 
_ and equities of individuals gives no clue to the functional relationship of 
the quantity of money to the other factors in the equation. This equa- 
tion would be satisfied at any, level of total expenditures and regardless 


of the proportion of savings in the form of money, the prices of securi-_ 


ties, or the level of commodity prices. 
Under conditions of full employment the maintenance of a fixed 


3 Board of Governors of the Federal Reserve System, Annual Report, 1945, p. 8; 
Lawrence H. Seltzer, “The Changed Environment of Monetary-Banking Policy,” American 
Economic Review, May, 1946, p. 65; Jobs and Markets (Committee for Economic Develop- 
ment, 1946); Simeon E. Leland, “The Government, the Banks and the National Debt,” 
Cominercial “and Financial Chronicle, Vol. 163, No. 4456, Sec. 1, January 17, , 1946, p. 28 B- fy 
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pattern of rates becomes essentially a device by which an increase in ' 
private investment expenditures plus government expenditures is 

financed by the creation of money. The method by which aggregate 

expenditure is financed is of importance because it may affect total in- 

comes and total expenditures. 

Generally speaking, if expenditures are financed by the banking 
system, i.e. by the creation of money, total incomes will rise by a 
greater amount than if expenditures were financed by borrowing or by 
taxation since the new money represents a net addition to total income 
payments. Money creation does not involve offsetting effects upon 
total income that may accompany taxation or borrowing from non- 
banking sources. In a depression money creation may be a desirable 
method of stimulating a rise in national income but it can hardly be so 
regarded once physical and human resources are fully employed if its 
main effect is to inflate prices. 

Where expenditures are financed by money creation, the only quanti- 
tative control possible is over the timing and amount of expenditures. 
The advocates of freezing rates on government securities, or of further 
reducing those rates, have not, however, offered any clear-cut criteria 
for controlling expenditures. The inference is that government. net. cash 
expenditures, or surplus, would be made to vary in such a way as, on 
the one hand, to promote full employment and, on the other hand, to 
prevent inflation of commodity prices. 

The continuance of a policy of maintaining the wartime pattern of 
yields therefore raises the question whether we can rely upon fiscal 
controls over the volume of money in place of the former quantitative 
controls of the central bank. At this stage of development fiscal con- 
trols do not appear to offer the necessary flexibility and probably would 
not afford this flexibility without the grant of autonomous powers to the 
Treasury. Disagreement is widespread regarding the timing and the 
proper technique of controlling government cash expenditures (or 
surplus)—-whether by varying taxes or by varying expenditures or 
by both. Moreover, there is little-agreement upon debt management 
and as yet relatively little attention has been given to the technique of 
employing government cash surpluses in the retirement of debt, a de- 
vice which must be used if government hoarding of cash is to be 
avoided.” 

The policy of maintaining the wartime pattern of rates does not in 
itself afford any solution to the problem of monetary control even 
though bank reserve requirements are raised to high levels. On the 
contrary, this policy merely involves the surrender of existing central 
bank control and forces still greater reliance upon fiscal controls, which 
are necessary in any event. 
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MONETARY-FISCAL POLICY, DEBT POLICY, 
AND THE PRICE LEVEL 


By GEORGE L. Bacu 
Carnegie Institute of Technology 


a 


Monetary-fiscal policy, including its handmaiden. debt policy, is the 
_ keystone of the new economics, with its primary emphasis on the over- 
all level of income and employment. Surely much good has come of 
this special emphasis, but in the rush to board the bandwagon no little 
- uncritical enthusiasm may have been engendered and many implications 
. remain to be developed. 1t will be my contention: first, that most of the 
government’s economic policy (including debt policy) over the last dec- 
ade has‘consisted of a series of ad koc decisions calculated to settle 
' pressing current problems and giving only minor attention to longer 
run implications; second, that the combination of powerful producer 
pressure groups and widening recognition of the employment-creating 
powers of deficit financing is rendering obsolete the opportunistic ex- 
pansionary policies generally advocated to obtain full employment; 
third, that stabilization of the value of money represents the most 
hopeful long-run guide to monetary-fiscal (and debt) policy, partly 
as an end in itself but primarily as the most promising means of achiev- 
ing .a continuously rising, relatively stable level of real icome and 
employment; fourth, that against the background of such a specifically 
adopted policy guide, certain fundamentals of debt management are 
greatly clarified and policy conclusions are indicated that are quite 
different from some of those commonly accepted. 

I propose to confine my comments to certain fundamental long-run 
problems. While some of the policy implications that emerge are ob- 
viously impractical for today’s problems, I think this consideration of 
currently “unrealistic” steps may be rewarding, mainly because it may 
point directions in which we should move but also because such analysis 
often turns up more significant short-run policy suggestions than does 
> exclusive concentration on “realistic” short-run proposals. 


I 


Let me begin with three propositions: a) The direct amene of 
‘trained economists on the forniulation of top-level economic policy is at 
best haphazard, in spite of the widely remarked influence of so-called 
“New Deal braintrusters.” (2) Nearly everyone in Washington high 
enough to exercise any real direct influence on policy i is consistently so 
snowed under by day-to-day problems that there is little, if any, time 
left for consideration of the long-run implications of current decisions. 
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(3) The resulting indecision, lack of continuity, absence of clearly 
stated policies, and widespread arbitrariness in Washington create 
major uncertainties highly disruptive to private planning in all phases 
of economic life. 

Since time is short and these propositions seem reasonably obvious, 
I make. no effort to document them here. The most pointed reminder is 
the extemporizing, opportunistic formation of labor (wage) policy, 
culminating in the increasingly disorderly retreat of the government 
over the past two years before the powerful labor groups it had nur- 
tured and the desperate legal maneuvers against Mr. Lewis that tem- 
porarily avoided complete rout only by the narrowest of margins. 

Out of these extemporizing policies of the thirties and the war years 
has come a concentration of political and economic power in three 
major producer groups—labor, agriculture, and business. While the 
unity of interest and action of each of these groups is easy to over- 
emphasize, the events since V-J Day should suffice to suggest the 
magnitude of the forces. Exercise of such powerful economic pressures 
through the political system is clearly incompatible in principle and 
operation with anything approaching the traditional liberal ideal of 
the market as a compromiser of competing economic interests. Stratifi- 
cation into three huge monopoly groups represents the crowning devia- 
tion from the competitive ideals of maximizing output and minimizing 
price. Clearly, steps must be taken to prevent these three groups from 
carrying forward their wartime monopoly powers if we take seriously 
the announced desire of the American people to see the government 
withdraw from attempting to regulate directly the bulk of economic 
transactions. pe 

Economic group interests have become so effective that in a show- 
down no responsible government, whatever the party in power, will 
be able to avoid direct intervention if three such powerful economic 
groups lock horns in bitter conflict—witness the labor situation of the 
late war and immediate postwar period. And settlement of conflicting 
powerful economic group interests through the political arena cannot 
be greeted joyously, if the experience of the last few years is any guide. 
Indeed, the one certainty seems to be that expediency will repetitiously 
dictate partial capitulation as a compromise device in which thé major 
burden of higher prices for less output is passed on to the consumer. 


It 


The significance of this situation for monetary-fiscal policy is far- 
reaching, when account is also taken of the increasing popular recogni- 
tion of the employment creating potentialities of government deficit 
spending. If, as in the new economics, primary reliance is to be placed 


, 
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on monetary-fiscal policy to maintain total: monetary deniand ata “full”. 
employment level, the task -of monetary-fiscal policy is a' clear and 
unhappy one: try to keep one jump, but only a short jump, ahead of 
the income demands of the unions, farmers, and businessmen! By 
keeping just far enough ahead, over-all employment and production 


may be maintained reasonably well and inflation will not get too far . 


out of hand—at least not until the competing groups pushing up on 
wages and prices catch on to the policies of the monetary-fiscal authori- 
ties. When they do catch on, heaven help us! For if they become rea- 
sonably sure that expansionary government monetary-fiscal policy 
will bail out any temporary loss in employment or sales caused by too 
rapid an increase in money wages or prices, every group has an open 
invitation to try constantly to improve its own (relative and absolute) 
position by upping its own price and income demands. 

Unless it is willing to strike at the groupism itself, the government’s 
only apparent way out is through expansionary monetary-fiscal policy. 
And given the pressure groups, cumulatively higher prices are a long- 
run, odds-on bet, even though restrictionist producer practices may hold 
the volume of output and employment substantially below possible com- 
petitive levels. Expansionary financing can really succeed only so long 
as it is not fully understood by the pressure groups. It is only in a 
society relatively free from such pressure groups that expansionary 
‘government financing can, over the long pull, expect to provide rela- 
tively full employment without inflation. 

It may be objected that this analysis overstresses greatly a purely 
temporary current situation, -where special inflationary pressures exist 


~ 


. and where organized producer groups are much stronger than in a . 


“normal” situation. But, looking ahead, on one point there can be no 
mistake. We cannot on the one hand assume full employment, main- 
tained by an announced policy of government deficit financing, and 
simultaneously assume that everyone acts as if he were in a depression 
and had never heard of the government’s policies. If we assume a mone- 
tary-fiscal policy openly operated to maintain full employment, then 
we must face the consequences of this policy in a society characterized 
by strongly organized producer groups ready to act in their own (sup- 
posed) interest through both economic and political channels! 

For the government to “guarantee” full employment through fiscal 
policy under anything like the present institutional arrangements would 
thus be to invite if not certain defeat, at least certain inflation. Merely 
to tie the volume of: new money (more broadly of deficit financing) 
to the “maintenance of full employment” cannot slay the inflation 

* The question of what constitutes ‘practically attainable full employment isa not be an 
issue here. 


t 
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dragon for economists who concern themselves with such old-fashioned 
matters. Far more certain, it cannot allay the deep-rooted historical 
fears among laymen concerning the inflationary outcome of large-scale 
government deficit financing and money issue. 


Tit 


Economists (including myself) who believe that a positive, strongly 
implemented monetary-fiscal policy is essential for the development of 
a stable, growing economy’ thus face both a serious problem of selling 
the monetary-fiscal measures required for long-run economic stabiliza- 
tion and a special stumbling block in the existence of the aforemen- 
tioned powerful pressure groups. These circumstances suggest giving 
serious consideration to stabilization of the value of money (“the price - 
level”) as the proximate guide to long-run monetary-fiscal policy. All 
round, this relatively old-fashioned plan may well provide the best 
basis for effective utilization of the stabilizing potentialities of mone- 
tary-fiscal policy. Its firm adoption by the government at a reasonably 
full employment level, probably after some deflation from current 
prices, would yield very important advantages. 

1. The first task facing advocates of monetary-fiscal stabilization 
measures is still to sell their product to the policy makers and the public. 
The Senate and House Committee hearings on tax and monetary meas- 
ures during the depression and the war permit no illusions that, even. 
in the New Deal days, the top policy makers really understood and 
believed in the active, two-sided use of monetary and fiscal policy as 
a device for controlling the level of income and employment. Most 
unimpressed were the leaders thrown into positions of legislative con- 
trol by the recent elections. Balanced budgets, steady debt repayment, 
taxation for revenue only, ring again in the pronouncements of the 
political leaders. Fears of “unsound credit,” “debased money,” “na- 
tional bankruptcy,” and “disastrous inflation” are still a major reaction 


These comments presume substantial agreement that monetary-fiscal policy should 
play a major role in stabilizing employment and production at as high levels as is 
practical. They do not presume, or even agree, that monetary-fiscal policy alone can 
solve the full employment problem. On the contrary, attention to longer-run considerations 
points directly to the major role of monopoly price and output policies at all levels in 
preventing the effective utilization of monetary-fiscal policy to maintain reasonably full 
employment without inflation, and I should urge the adoption of effective antimonopoly 
(ie, antirestriction) measures as of comparable importance with monetary-fiscal policies 
for solving the over-all employment problem. This paper, however, takes the unfortunately 
realistic view that the monopolies are given in the problem as it now exists. No sharp 
distinction is drawn here between monetary and fiscal policy, since for present purposes 
none is necessary and since debt policy is a joint monetary-fiscal operation. 

The discussion is directed at the problem of high-level output and employment in 
peacetime. Should war return, the practical problems of adhering to the policies suggested 
would be greatly magnified. Yet, with only moderate exceptions, the peacetime arguments 
are in principle equally applicable to war finance. 
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ra iis 
to thé suggested use of deficit financing to expand income and employ- 
ment. ù : : i 

“Stable money”—price level -stabilization—is the antithesis of the- 
inflationary dangers implied in’ “unsound finance” and “debased 
credit.” To the man in the street, stable prices are sound and fair. 
Yet price level stabilization, adopted at a time of relatively full em- 
ployment, would call for precisely the monetary-fiscal measures de- 
sired by those who look directly to the suspect goal of full employment. 
Any boom would lead directly to rising prices, which would call for 
monetary-fiscal contraction to check the rise in the price index. Any 
important recession would quickly lead to falling prices, which would 
call for monetary-fiscal expansion to check the decline in the price 
index.® . 

This is not, of course, to say that price level stabilization alone would 
be a guarantee of national economic stability. Such a view would be 
naive. No fiscal-monetary policy, however guided and implemented, is 
going to eliminate all fluctuations in the level of income and employ- 
ment. Price level stabilization is not a counsel of perfection—it. is a 
precept of action. Price stabilization, if actually maintained, could 
and would guarantee that expansive or contractive tendencies woild not 
result in the great cumulative waves of expansion and contraction we 
know as booms and depressions; it would also call for continued ex- 
pansionary measures should the fears of the stagnationists prove well 
founded. Though the price level itself is of secondary importance in 
business fluctuations, its utilization as the guide to monetary-fiscal 
policy could well provide a major selling point.to “nonbelievers” in 

“fiscal policy and call for substantially the policy steps indicated by 
consideration of the more basic levels of employment and real income. 

Here is a common meeting ground for the new economics and the 
skeptical layman—an honest meeting ground on which neither need 
give up the basic tenets of his position! Here also is a meeting ground 
that would provide a stable monetary basis for consumer and entre-- 
preneurial expectations. Such a foundation, so sadly lacking over all of 
our history to date, would surely be a major contribution to the avoid- 
ance of cyclical fluctuations and to a climate conducive to large-scale 
private investment. 

2. Would price level stabilization really call for monetary-fiscal 


® This asstimes use of a relatively sensitive price index, which would reflect reasonably 
promptly important changes in the level of business activity. While inflexible monopoly 
prices are widespread, my own examination of the price data indicates that this problem 
is surmountable, taking into account the companion criterion that the prices used be 
important ones for the level of business activity and for the cost of living. On the ques- 
tion of price criteria see H. C. Simons, “Rules versus Authorities in Monetary Policy,” 
Journal of Political Economy, February, 1936. 
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policies as satisfactory as those forthcoming under a “full employment 
maintenance” rule or under continuation of the present ad hoc arrange- 
ments? The answer depends on two things: first, how wise and effective 
one thinks government economists are in prescribing and selling 
stabilization policies and, second, how important in fact is the problem 
of organized producer pressure groups for the maintenance of high 
level employment without inflation? On the first score, the events of 
the past year have certainly done little to strengthen one’s faith in the 
wisdom and effectiveness of his professional fellows in Washington, 
though this is a diverse group about whom meaningful generalization is 
of course very difficult. While no price index would call forth minute 
variations in policy calculated to catch every fluctuation tendency at 
the outset, one could hardly say that government price policy and fiscal- 
monetary policy in the past has proved highly responsive to even major 
deviations, much less minor ones.* On the second score, my own 
premonitions have already been indicated. 

Bluntly, the danger is that organized labor, agriculture, and big 
business will become involved in a creeping or explosive income expan- 
sion race in which government fiscal policy dares not fall behind lest 
unemployment develop, while society in general bears the burden of 
the inflation. Such a race, it should be emphasized, is quite conceivable 
in a “mature” economy as well as in a vigorous, expanding one. So long 
as the government undertakes to provide essentially full employment 
through monetary-fiscal policy, strong group income pressures are 
invited. Unions, farmers, and businessmen have never been notoriously 
hesitant about claiming “adequate” incomes or charging “fair” prices 
to the government. It should also be noted that the inflation resulting 
from such a race need not increase employment or production, even 
when unemployed productive factors remain. Indeed, the further we 
move toward effective cartelization at all levels of the economy, the more 
likely it is that expanding over-all demand will affect mainly prices 
rather than output. 

Avoidance of this circle of income inflation can be assured only by 
some sort of truce between the groups involved, assuming that the 
government wishes to make active use of monetary-fiscal policy and 
that no effective steps are to be taken against the existence of the 
powerful monopoly groups. Price level stabilization is the only tangible 
basis I can see for such a truce. No one can blame labor or agriculture 
or business for not wanting to be left behind when prices are rising; 
that self-restraint will check inflationary pressures when full employ- 
ment has been reached is a pious, and I think unreasonable, hope. But 


*I personally confess to far more confidence in my friends’ ability to prescribe adequately 
over the long pull than to influence policy in accordance with the prescriptions, 
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institution of-a stable price level policy by the government would intro- 
duce a basic “stabilizer” into this delicate situation, a stabilizer that 
would involve recognition that the consequence of too high prices is 

` unsold labor and unsold goods: ` 
After our experiences since 1929, selling the general idea of a stable 
price level to labor, business, and agriculture should be éasy. The real 
test will come in their willingness to accept\the corollary of unemploy- 
ment (low sales) as prima facie evidence of too high prices and wages. 
Certainly without a firm guarantee of adequate total monetary demand 
this acceptance will not be forthcoming. But given the total market 
guarantee implicit in price stabilization, one may perhaps hope that 
(say) organized labor could be persuaded that everyone ultimately 
gains from a stabilized price level and that in a private enterprise 
economy real wages can rise over the long pull only by increasing labor 
productivity, not by a competitive dogfight of income inflation. For la- 
bor, the most strategic group, acceptance of a stable price level truce 
would protect it against diminution of real wages through decreases in 
the value of money, and would permit it to claim the benefits of in- 
creased productivity through steadily rising money (and real) wages in 

the industries concerned. 2 
Perhaps to suppose that labor could be persuaded to accept such a 
truce—that it can be persuaded that its own best interests, as a group, 
lie in wage rates rising no faster than the increase in productivity—is 
pure phantasy, and comparable suppositions for farmers and business- 
men are likewise mere dreams, But just as real international peace 
ultimately depends on the willingness of the Big Three to play the 
_peace game in good faith, so real economic peace ultimately depends 
on the willingness of the economic big three to play their game in good 
_ faith. There must be an agreed, impersonal, obviously equitable. meet- 
ing ground or framework of rules to implement this economic peace 
truce. In our society this framework must, I suspect, come from without 
- the immediate area of conflict—must, in effect, be monetary. Acceptance 
of specific monetary stabilization seems to be the only way compromise 
ofthese powerful income interests can be permanently thrust back to 
private (ie., collective bargaining or market) determination—the only 
way full employment without inflation can in effect be assured in a 


society so organized as ours is. The precise monetary stabilizer used is _ 


of secondaty importance. Price level stabilization appears most feasi- 
ble primarily because of its undeniably great popular appeal.’ 


SA brief analysis of the relative virtues of various long-run monetary “rules” (stable 
prices, prices falling with increasing productivity, etc.) is contained in my article, “Rearma- 
ment, Recovery and Monetary Policy,” American Economic Review, March, 1941, pp. 37 ff. 
For a somewhat different evaluation, see also Simons, op. cit. Many writers have advocated 
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If this persuasion is impossible, or more likely only partial, it may 
still be the wisest policy for the government to adopt a firm price 
stabilization policy. This course of action would imply willingness to 
stick by the price level chosen in the face of whatever unemployment 
developed from increases in wages and individual prices beyond the 
full employment levels. While unemployment from this source could 
hardly be expected to grow to many millions, the position of the gov- 
ernment would be a most trying one in the face of the inevitable clamor 
for expanded demand to help reabsorb the unemployed, and it is doubt-. 
ful if the position could be maintained without widespread previously 
solidified support. Much the greater hope is that some simple and 
honest slogan such as price level stabilization can be substantially 
“sold” (by degrees, of course) to producer groups as an essential, 
equitable monetary framework for a stable private economy. 

3. Froma public painfully aware of the sharp price level fluctuations 
in booms and depressions, price stabilization should be able to com- 
mand strong support. The “equity” aspects of the policy are appealing. 
The business stabilization aspects, at a general level, are easily under- 
stood and again should be highly salable to the layman. If the safeguard 
of a guaranteed stable price level cannot salve the popular fears of 
expansionary fiscal policy, it is not easy to see what can. 

Lack of time prevents anything more than this brief cataloguing of 
the major possibilities of price level stabilization in the difficult situa- 
tion ahead for monety-fiscal policy. Let me therefore note only briefly 
in passing certain other important problems, before moving on to the 
implications of such a price stabilization program for debt policy. 

4. The most serious objection to adoption of a firm price stabilization 
policy is the loss of flexibility involved in tying policy to a definitely 
stated rule or guide. But this loss would be by no means so drastic as 
appears at first glance. On the score of timing, an examination I have 
made indicates that policy based on price stabilization would have 
shown a very marked lead over that actually adopted. On the score 
of foregoing administrative discretion, it would be a gross misconcep- 
tion to suppose that a price stabilization guide would tie the monetary- 
fiscal authorities’ hands as to types of measures to be taken. On the 
contrary, within an established framework, much wider than present 
stabilization of the wage level as the critical step in economic stabilization. Certain dis- 
advantages relative to price stabilization are suggested in the reference above. The major 
issue, however, concerns the implementation of wage stabilization. This clearly is not 
per se susceptible of monetary implementation; it calls for a national wage policy involving 
far-reaching direct government controls. Public support and labor agreement to such 
continuous controls would, I suspect, be more difficult to obtain than to price stabilization. 
However, if the direct control course were chosen and effectively implemented, most of the 


problems for which a price stabilization policy is suggested could be more or less satisfac- 
torily handled. : 


~ 
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discretion could appropriately be delegated to the authorities, whose 
fullest skills could be utilized to deal appropriately with unstabilizing 
factors of different sorts by monetary, fiscal, or other measures, just as 
is now the case. xi - . 

The major loss of flexibility would arise in the case of unemployment 
caused. by advances in wage rates or other particular prices above the 
full employment level at the given price level. This is just the problem 
discussed at length above; it is a major hope of the price stabilization 
approach that it may serve as a truce, or “stabilizer,” in the otherwise 
completely unstable over-all factor-price, consumer-price situation. The 
issue here, I think, is not at bottom one of monetary flexibility but 
rather one of monopoly—monopoly groups in the larger sense of or- 
ganized labor, business, and agricultural political pressures, and 
monopoly in the smaller sense of particular labor, business, and agricul- 
tural monopolies that restrict employment and output in: particular 
areas. If we are unwilling to attack these monopolies directly (which I 
feel is unforgivable defeatism, whatever our monetary policy), we 


must face the issue of whether our monetary-fiscal policy shall be © 


simply a device for easing the burden of the monopoly pressures from 
the monopoly groups onto society at large, or whether we will adopt 
a firm monetary-fiscal policy that forces the consequences of monopoly 
pricing into the open and at least in part back on the monopolists. 
It is in taking a firm stand on this issue that the definite price stabiliza- 
tion proposal mainly differs from the recent pronouncements by many 
economists in favor of price stabilization, together with the level of 
employment, as the żwo major guides to monetary-fiscal policy.® 

Price stabilization provides, in fact, a high degree of “built-in” flexi- 
_ bility over the long run, in the sense that whether the economy is 
expansive or stagnant the monetary-fiscal policy dictated is auto- 
matically the right one. Developing unemployment will always cause a 
downward pressure on prices, calling for the expansionary measures 
appropriate to underemployment. Rising prices will call for restrictive 
steps to avoid mere price inflation. Commitment to stable prices thus 
avoids the danger of plumping all our bets on the wrong economic 
prediction for the highly uncertain future.” -` N 

*It should be noted that monopoly raises serious distributional questions under price 
stabilization, as under any other monetary policy. If, for example, big business or 
-_ organized labor has strict enough restrictions on entry, by raising its own prices under a 
price stabilization system it could force the resulting unemployment onto unorganized 
groups perhaps even more effectively than under the present ad hoc arrangements. ‘This 
fact, however, mainly points again to the basic need for a more effectively implemented 
antimonopoly policy. r ~ ` ` 

TOn the importance of maintaining flexibility and on the whole role of price stabiliza- 
tion in the short and long run, see the excellent statement of A. G. Hart, “Facts, Issues 


znd Policies,” before this convention last year, and the penetrating comments of William J. 
ellner. ; ; j 
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The problems of implementing price stabilization are the same as _ 
those of implementing a full employment’ monetary-fiscal policy or 
any other monetary-fiscal policy that seeks to take strong action against 
business fluctuations. These problems are very great. I doubt that we 
are prepared within the near future to implement effectively any real 
stabilizing policy. But here the relevant point is, it is no more “im- 
possible” to stabilize the price level than to implement most other 
significant monetary-fiscal stabilization plans. If anything, the difficulty 
is less for price stabilization, since stabilization, once fully instituted, 
would generate strong self-enforcing tendencies through expectations. 


IV 


For a central government with money-creating powers, debt manage- 
ment is properly a monetary-fiscal control function, not a narrow 
money-raising and repaying function. A central government need not, 
and in general ideally should not, borrow money from the nonbanking 
public. If funds are wanted for transfer purposes, taxation should be 
utilized. If funds are wanted to augment the volume of income and 
employment, new money should be created. The only appropriate con- 
trol function of debt operations vis-a-vis the nonbanking public is the 
sale of securities in boom periods and the repurchase of securities in 
depressions. 

These propositions about fundamentally conceived debt policy run 
directly counter to most fiscal orthodoxy. We are not yet convinced 
that the primary function of debt policy is monetary-fiscal stabilization, 
not mere money raising. In considerable part, this lag is attributable to 
legitimate distrust of any policy of too easy government money crea- 
tion. If price stabilization is accepted as the proximate aim of mone- 
tary-fiscal policy, these fundamentals of debt policy are clarified and a 
safe framework is provided for their utilization. 

To make the propositions simple and straightforward as possible, let 
us consider for the moment only new debt operations (i.e., disregard 
the problems connected with presently existing debt). Let me illustrate 
by assuming a situation in which prices are falling and unemployment 
developing. Here we need expansionary fiscal policy, an underbalanced 
budget. The deficit may be covered by borrowing from the public or 
by money creation (directly, through the Reserve banks or through the 
commercial banks). The government may get an expansionary effect 
by borrowing relatively idle funds from the public. But money creation 
is obviously surer and more completely expansionary. Why borrow 
from the public at all? Conversely, if we need to check inflationary 
developments, an overbalanced budget is called for. Taxation to retire 
publicly-held debt will be somewhat deflationary, since the transfer 
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will probably be from more active to less active balances. But this 
effect is partial and uncertain; it involves returning the collected funds 
_ to spendable balances. How much more efficient for the tax receipts 
simply to be withheld from circulation; i.e., for money to be destroyed 
(directly or through redeeming Reserve bank or commercial bank-held 
debt). > : 

This fundamental advantage of the money-creating and destroying 
method is easy to see. Certain further characteristics of “sound” debt 
policy may then be indicated. 

1. Debt operations vis-à-vis the nonbanking public, if conducted at 
all as part of a monetary stabilization program, should operate exactly 
contrary to commonly held principles and to the pattern of money- 
creating debt operations. Debt should be expanded—sold to the public 
7-in boom periods in order to soak up surplus funds. It should be 
contracted—bought back from the public—when depression tendencies 
appear, in order to place new funds in circulation. Effective operations 
of this sort would probably require reasonably flexible interest rates 
on the securities used and-either willingness of the government to 
repurchase its own securities at a premium or the use of securities re- 
` deemable solely at the option of the government. Substantial sales of 
securities in booming periods could.be' achieved only at generous inter- 
est rates; redemption: when depression threatened would mean purchase 


when rates were falling. Such debt operations, it should-be noted, would ` 


involve’ a deliberate attempt by the government to maximize its own 
-losses on such security transactions. 

If, however, as appears to be the case, the government is determined 
to stabilize something like existing yields.on governments, such anti- 
cyclical debt operations vis-à-vis the public are precluded and the 
option of converting governments into cash at guaranteed rates is be- 
stowed ‘on the public. Actually, there is every reason to suppose the 
existence of such liquid government debt held by the public will 
have a cyclically perverse effect, certainly during booming periods 
when deflationary measures can be offset through easy public conver- 
sion of governments into current spending power. By our current debt 
policies. we not only give up a control device, we intensify the problem 
of control. : . . 

2. Since there is no need for the government to borrow funds from 
the public and since such borrowing under a supported price policy has 
limited or even negative monetary stabilization effects, there is no 
monetary reason why the government should borrow from the public 
at all. Against such a departure from conventional debt policy, however, 
would be raised the violently protesting voices of insurance companies, 
educational institutions, mutual savings banks, trust funds, small and 
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large individual savers, and others too numerous to mention, who look 
upon government securities as the ultimate in safe, sound, secure in- 
vestments. Insurance companies alone need billions in new investments 
each decade. Other socially approved organizations also will have 
steadily increasing funds for investment. Without government securi- 
ties, what would these investors do? 

In this connection two observations seem relevant. It may well be 
socially desirable for the government to subsidize these institutions 
which play such a central role in a socially and politically ‘stable 
economy. But if this is so, we should recognize that the interest being 
paid these investors by the government is a subsidy, and should view 
the problem of rate levels in this light. Rate determination on public- 
consumption securities would thus involve a careful weighing of the 
fundamental social right to subsidy, and of the composition of bene- 
fiting groups (say life insurance purchasers) against the group financ- 
ing the subsidy, rather than an elaborate assessment of what issues 
the market will take at what rates. 

Removal of the possibility of large-scale investment in virtually 
riskless, substantial yield governments might be a very healthy develop- 
ment for a private enterprise economy. This would force a great army 
of investors to look in the private economy for investment opportunities 
instead of plumping for highly attractive “safe” governments. With the 
timidity of private investment funds, particularly of institutions and 
middle-class savers, a serious barrier to the effective development of 
private investment, sound public policy calls for governmental with- 
drawal from pointless direct financial competition for the funds of 
private savers, as well as provision of a framework within which pri- 
vate investment is less risky. 

This argument that the existence of government debt impedes the 
flow of savings into private investment of course runs counter to the 
standard doctrine that government securities serve as a useful medium 
for converting private savings into real investment where private 
channels fall short. But if the problem is reduced to essentials, it is 
clear that by providing an attractive investment opportunity for private 
savings the government is directly reducing the incentive to invest in 
private outlets. To be sure, absence of governments would not mean 
a corresponding increase in real private investments, ceteris paribus, 
but it surely would mean a substantial increase. Such investment gap 
as still remained would then be appropriately handled by direct new 
money borrowing. The growth in the public debt would be smaller and 
cheaper, and more incentive would be provided for the private economy 
to do the job. j 

3. The choice between means of money creation is not a critical one, 
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although 'sale of special low- or noninterest-bearing securities to the 
Federal Reserve seems clearly the most efficient device. This is so be- 


cause it places the function of money creation and withdrawal within - 


the government and so provides maximum flexibility; because it avoids 
continued reliance on and higgling with the commercial bankers over 
the terms on which the money supply should be augmented .or de- 
creased; because it holds interest transfers to a lower.level; and be- 


cause the obvious money creation involved in the Federal Reserve . 
“ mechanism focuses the spotlight on the use or abuse of this function. - 
On the other hand, the problem of appropriate payment to the bank- 


ing system for its money system services must be faced. If the govern- 


ment does not cover a substantial share of this cost through interest ` 


payments, either it will have to finance the service otherwise or regular 
bank service charges: will need to be greatly increased. The issue here 
is not a major one, but it cannot be avoided. Probably the share of the 
cost now borne by the government is not greatly excessive in view of 
the widespread direct and indirect services rendered by the banks to the 
economy at large, and the disruption of a shift to major reliance on 


bank service charges would be great. Whichever way the money’is | 


“created, difficult problems of dealing with bank reserves are faced. 
If the commercial banks are used, the problem is one of feeding ‘out just 
the appropriate volume of excess reserves and insuring (say by the. so- 


_ called “Seltzer,” “Leland,” or “Robinson” plans) that the new govern- ` 


ments do not in fact become additional excess reserves. If the Reserve 
banks are used, the problem is one of mopping up the newly created 
excess reserves that flow into the commercial banks (for which some 
variant of the so-called “ceiling reserve” plan might be used so that 
reserve requirements would rise automatically as. required by the new 
money creation). Realistically, the choice between the two methods 
could best be made on grounds of expediency. If preserving the present 
financial arrangements (substantially modified as to reserve require- 
ments) betters the prospects for achieving the over-all plan, loss of 
direct Reserve bank financing is a reasonable price to pay: 


4. Clearly, the present complex debt structure, based on painstaking ` 


endeavors to provide “what the market wants,” would be inappropriate 
and unnecessary for fundamentally conceived debt policy. Only one 
special low rate or. interest-free security would be needed for money- 
creating purposes, the exact nature depending on whether commercial 

or Reserve banks were used. Ideally only consols, at rates determined 
l basically. on subsidy grounds, would be needed for sale to the public, 
though some variety of public issues could, if desirable, be provided 
- without too serious consequences so long as the amounts of fixed ma- 
turity issues were relatively small in the total monetary-stabilization 
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picture. Utilization of either consols or long-term issues for the public 
would meet the legitimate needs of such major subsidy-deserving groups 
as insurance companies and trust funds, and would avoid most of the 
unpleasant monetary-fiscal control problems associated with the present 
short-term debt structure. 

Ideally, it should be noted, the money-creating federal debt would 
grow steadily with the expanding economy’s need for more money, the 
growth being determined specifically by the requirements for stabilizing 
the price index used, but more fundamentally by the growth in the 
volume of transactions and the public’s desire to hold cash. Tax receipts 
relative to public expenditures could thus gradually decline. The 
publicly-held debt would grow little if any, depending upon the legiti- 
mate subsidy claims of desirous lenders relative to the need for pressure 
on savers to seek private investnients.* The interest cost of the money- 
creating debt would be very small (either just enough to support the 
Federal Reserve, under the present anomalous arrangements concern- 
ing the Reserve’s expenses and earnings, or enough to provide appro- 
priate compensation to the commercial banks). Since the publicly-held 
debt would be sharply restricted to subsidy-providing issues, interest 
costs here would also be relatively small. A fundamentally conceived 
debt policy, therefore, would largely obviate the problem of interest 
transfer payments that has so concerned adherents of both the ~“‘old” 
and the “new” economics, and would in fact permit a steady reduction 
of taxes relative to government outlays. 


V 


The debt arrangements outlined are drastic in their simplicity. They 
are conceivable only as part of a thorough overhauling of our monetary- 
fiscal standards and policies. They would require general acceptance of 
the basic stabilizing function of monetary-fiscal policy, willingness to 
slough off more of the long-hallowed traditions of “sound” finance, 
and abandonment of extemporization as the core of government eco- 
nomic policy. But on one fundamental, the traditional financial mores 
are completely sound. Arrangements for more facile government ex- 
pansion of the money supply are welcome only if coupled with some 
specific, firmly adopted, easily understood criterion of fiscal sanity. 
We badly need, to replace existing Congressional and administrative 
vacillation and the fortunately waning allegiance to gold, a new “re- 
ligion” of money, about which public confidence can be rallied and 
otherwise radical and dangerous public policy can be implemented. If 

* Actually much of the existing publicly-held debt could, if desirable, be paid off safely 


through monetization (refunding into the Reserve banks) to meet the economy’s need 
for a growing money supply. 
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no perfect religion can be found, we should not-ask too. much. Price : ` 


level stabilization, I suspect, may come the closest of any available : 


alternative to fulfilling this need. ; 

In conclusion let me venture one last observation. . Though only_a 
fraction of all economists would agree to adoption of a price stabiliza- 
tion guide to monetary-fiscal policy, very few, I suspect, would advocate 
substantially rising or falling prices, except perhaps to eliminate some 


of the excesses of the current price situation. A ground swell toward . 
greater price stability is evident, in the profession and out. Within the- 


next two or three years we shall probably have an unparalleled op- 
_portunity for the introduction of real monetary stabilization. It would 
be highly irresponsible for economists not to make a determined effort 
to find a comnion ground on which to exert all possible influence toward 
long-run economic stabilization. 
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PRICES: WARTIME HERITAGE AND SOME 
PRESENT PROBLEMS 


WAGE-PRICE RELATIONS AT HIGH LEVEL EMPLOYMENT 


By Joun T. DuNLOP 
Harvard University 


During much of the early thirties economié literature was concerned 
with wage-price relations in the context of a wage rate reduction, While 
all the theoretical issues have not been resolved, there is now surprising 
agreement among economists that the reduction of the general level 
of wage rates is not appropiate policy during periods of unemployment. 
In his preface to Lapses from Full Employment, Professor Pigou ob- 
served “the form of the book may suggest that I am in favour of attack- 
ing the problem of unemployment by manipulating wages rather than 
by manipulating demand. I wish, therefore, to say clearly that this is 
not so. In the present state of fact and opinion I am broadly in sympa- 
thy with the lines of approach suggested in the White Paper on Unem- . 
ployment Policy.”* 

During the forties the focus of the discussion has shifted, under the 
press of affairs, to the relation between wages and prices during periods 
of high level employment. In the absence of controls, wage rates re- 
spond to increasing employment, and prices are stimulated by rising 
aggregate income levels. As a consequence, “in order to maintain full 
employment it is necessary that the money demand schedule for labor 
shall not merely be high, but shall be continually rising, spiralling up- 
wards forever, so that it keeps ahead of the pursuing wage rate. This 
entails progressive monetary inflation and so, unless productive tech- 
nique is improving at corresponding speed, continuously rising prices.”” 
Even if high levels of employment constituted a temporary equilibrium, 
the volatile character of wage rates and prices might well create subse- 
quent instability. 

Full employment is loaded with inflationary danger.* Any “policy 
directed toward a high level of employment must face the risks of in- 
flation. The fact of labor organizations, and companies with adminis- 
tered prices, constitute the focal points of the main danger of such 
` inflationary wage and price spirals.* In recognizing these dangers on ` 

x A Pigou, Lapses from Full Employment (Macmillan and Co., Ltd., 1945), p. v. 

* See Thn Robinson, Essays in the Theory of Employment (The Macmillan Co., 1937), : 
PP: Alvin H. Hansen, Economie Policy and Full Employment (McGraw-Hill Book Co., 
Inc., 1947), p. 234. 


‘William J. Fellner, Monetary Policies and Full Employment (University of California 
Press, 1946), pp. xi-xiii. 
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‘the wage side Sir William Beveridge placed “the primary responsibility 
of preventing full employment policy from coming to grief in a vicious 
` spiral“of wages and prices . . . on those who conduct the bargaining 


on behalf of labour.” The danger on the price side Beveridge would ` 


meet by government control in the form of supervision, regulation, or 
public ownership.’ 

During the recent war period these trifle iota pressures were held 
in check by direct price and wage controls. The critical question -for 


peacetime is whether wage making and price determining practices and `. 


mechanics can be developed, in the absence of government controls, 
_that are compatible with stable high level output and employment. A 
‘strong case can be made for the view that we face the Hobson’s choice 
of either some form of permanent wage and price controls or unem- 
- ployment as a check on inflationary pressures.’ The sections which 


follow recognize the dangers and risks inherent in high employment in 


we 


an ‘essentially uncontrolled economy but they develop a different con- - 


` clusion. 


I. Instability in the Customary Model 


Stability of employment is supposed to be achieved in the traditional ~. 


picture of the economy through fluctuations in wages and prices. But 
the usual picture of the individual enterprise would result in a, system 


u 


of these firms which could only be highly volatile at high levels of em-_ 


ployment. Consider three elements in the customary model: the shape 
- of cost functions of individual firms, the’shape of supply functions of 
factors, and the assumption of perfect knowledge. , 


The cost function of the enterprise is presumed to be ‘such that at 
high levels of output costs increase more rapidly than output; “.. . in 


. the short period marginal costs begin to rise at a fairly low level of 


‘ada 


output, as a result of the limitation of plant and organization, and in | . 
‘ any case there must always be some levels of output at at which they begin . 


„to rise.”® Marginal costs and prices rise with increases in output. . 

The supply prices of factors of production are treated as rising 
sharply with increases in the quantities demanded. Scarce factors can 
only be induced into the market at a premium. The absence of perfect 


* William H. Beveridge, Full Employment in a Free Society (W. W. Norton and Co., 
1945), p. 200. Also see British White Paper, Employment Policy (The Macmillan Co.), 
pp. 18-19, and League of Nations, Economic Stability in the Postwar World, Part II, 1945, 
pp. 201- 214. . 

* William H. Beveridge, loc. cit., p. 204. 

Dr. J. K. Galbraith in the preceding paper takes this position’ The view that or 
employment and stability are compatible he characterizes as the pursuit, of a mirage of, 


the “equilibrium system.” The choice posed in the text is set forth in much of the | 


literature cited in the preceding footnotes. 
? Joan Robinson, The Economics of Imperfect Competition (Macmillan and Co., Ltd., 
1934), p. 50. a zi 
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knowledge and the costs of movement result in bottlenecks; “. . . labor 
is not uniform or fluid, . . . in consequence shortages are likely to arise 
before full employment is reached. . . "° The lack of mobility— 
geographical and occupational—results in rising costs. 

The assumption of perfect foresight of the future and perfect knowl- 
edge of the relevant magnitudes has obscured the problems of adjust- 
ment of wages and prices at high levels of output and employment. 
Price system adjustments that are instantaneous and directly equili- 
brating may yield stable employment. But consider the impact of errors 
of knowledge on the path of adjustments. At moderate levels of output 
errors may create no serious distortions. At the explosive condition 
of high level employment, particularly with sharply rising cost and 
‘supply functions, errors which overshoot equilibrium may result in 
employment patterns which are hardly stable. 

The expansion of employment from less than full utilization under 
the conditions just indicated would be associated with a marked rise in 
prices and wage rates, quite apart from autonomous increases attri- 
butable to the actions of strong labor organizations and companies with 
wide discretion over prices. Small increases in the level of output would 
require larger increases in wages and prices. It is indeed fortunate that 
the economic world appears to have been designed by other than an 
economist. Let us look at the facts with respect to each one of these 
three elements. 

1. There is considerable evidence to indicate that cost functions are 
practically linear for levels of output short of full utilization of fa- 

` cilities.* It must be recognized that the theoretical cost function is 
almost impossible of statistical approximation. These sample problems 
may be noted: Is overtime to be treated as a change in factor price or 
attributed to the effect of output? Is the hiring of less efficient or less 
well-trained workers at high levels to be regarded as an effect of 
output? 

An historical concept of costs in their relation to output may be more 

erelevant to decisions than the usual conceptual cost function. The 
decision maker operates on rules of thumb on the way in which total 
custs actually vary with output in historical time. Factors working in 
opposite directions are included, such as the effects of overtime, less 
effective workers and less effective standby equipment (all making 
for higher costs) and technical change, spreading overhead and other 

z League of Nations, loc. cit., p. 202. 

“For a summary of the evidence, see, National Bureau of Economic Research, Com- 
mittee on Price Determination, Cost Behavior and Price Policy (1943), pp. 80- 113. Also 
see, R. A, Lester, “Shortcomings of Marginal Analysis for Wage-Employment Problems,” 


American Economic Review, March, 1946, pp. 63-82; Fritz Machlup, “Marginal Analysis 
-and Empirical Research,” American "Economic Review, September, 1946, pp. 519-554. 
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econotities ‘of higher output ‘(taking for" lower costs). Only obvious 
changes in the prices of materialsvand supplies and wage rates would 
be excluded ‘from such an historical cost -function and treated sepa- 
rately. The significant point is’ that there is an imposing body of evi- 
dence to indicate, apart from these price and wage increases, that 
output can be pushed to capacity in many modern industries under 
conditions approximating linear cost functions. This fact is decisive 
for the problem at hand. 

One of the deep-seated notions of economic analysis is that an ex- 
pansion in employment can only take place with a drop in the real wage 
rate.” The view is classical in origin. Keynes accepted the conclusion 
in the General Theory. But experience in the cycle indicates other- 
wise; employment can be expanded to high levels with no drop and even 
a rise in the real return per hour of labor. This result follows, not 
merely from the shape of the typical cost function, but also from the. 
timing of technical change and the way in which hourly earning 
changes are geared to changes in output, a point developed in the next 
section. 

2. The supply functions of factors in the real world are in many cases 
significantly different from the presumptions of the textbook. The 
labor union sets a wage in bargaining which during the contract year 
shall apply to all employees, present or prospective. Under the closed 
shop the union attempts to furnish wage carners at the bargained scale. 
In many cases it may incur considerable expense to do so. The area of 
administered prices operates in the same way.** It is primarily in the 
field of raw materials and agricultural products that supply prices in- 
crease markedly with an expansion in output. | 

Moreover, the short run and the long run of economic analysis are 
intertwinca in the historical process. Significant expansion in plant 
and capacity can be made in relatively short periods. There is a good, 
deal of evidence on the way in which costs vary with size of plant indi- 
cating constant, if not falling, costs for most ranges of output. The 
fact of fluctuating output in our economy has led -to the construction 
of facilities and organizations which have remarkable flexibility in out- 

12 The term refers ordinarily to the quotient of money wage rates and the cost of 
living. It may sometimes refer to “product wage rates”; that is, to changes in money wage 
rates corrected for the selling prices of the industry paying the wages. See, William J. 
Fellner, op. cit, p. 97. 

“T; M. Keynes, General Theory of Employment Interest and Money (Harcourt, Brace 
and Co., 1936), p. 10. See Joan Robinson, Essays in the Theory of Employment, p. 37. 
Keynes reformulated his views in, “Relative Movements of Real Wages and Output,” 
Economic Journal, March, 1939. 

“af Sraffa] was concerned to show that economists who make use of the competitive 
analysis of value have a strong unconscious bias in favor of rising and falling supply price, 
simply because, if supply price is always constant, their analysis has nothing interesting 


to say.” Joan Robinson, The Economics of Imperfect Competition, p. 118. 
* Cost Behavior and Price Policy (National Bureau of Economic Research), pp. 219-263. 
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put at- relatively constant-costs,-Méntion should be made of the tend- 


_. ency to develop machines or-plants in units which can be turned off or 


on.?* Shift operations in*other than continuous industries also contrib- 
ute to this flexibility. , 

3. The introduction of uncertainty and imperfect knowledge regard- 
ing the future raises serious questions concerning the effectiveness of 
wage and price fluctuations to achieve stable high level employment. We 
enter the world of varying elasticities of expectation." Wide fluctua- 
tions in wages and prices may in themselves create such uncertainty 
that output and employment may be inhibited. A steadying influence on 
output and employment is exercised by relatively inflexible prices 
(arising from “the sleepy sort of monopoly which does not strain 
after every gnat of profit, but prefers a quiet life”).** Steady wage rates 
play the same role. The certainty that wage rates and price levels will 
be relatively constant in the months ahead is a factor tending to 
facilitate the making of commitments. Moreover, as Professor Hicks 
has indicated, the only reliable check within the system against down- 
ward movements in prices is the rigidity of wage rates.*?_ 

These three aspects of the real economic world yield a composite 
view in which there is less danger or chance of inflationary wage and 
price movements at high levels of employment than under the cus- 
tomary model. The possible stability in employment at high levels has 
not been established. Rather some of the underbrush, nurtured by the 
profession, has been removed to get at the central difficulty-—the danger 
of autonomous wage and price increases. 


Il. The Administration of Wage and Price Structures 


This section is concerned with the importance and use of wage and 
price structures in the modern business enterprise. Each firm is typi- 
cally confronted with the task of administering” a wage and price 
structure. The wage scale and the price list are bargained or determined 
at infrequent intervals, such as once a season or year. The enterprise 
administers these wage and price schedules from day to day. The 
results of these operations significantly affect the actual costs and 
revenuc per unit. 

There are important sectors of the economy which do not fit this 
picture. They are the traditionally competitive areas with highly 


. flexible prices. The relation of these flexible prices to stability of high 


* George Stigler, “Production and Distribution in the Short Run,” Journal of Political 
Economy, June, 1939, pp. 305-327. 

"John R. Hicks, Value and Capital (Oxford, 1939), pp. 258-272. 

* Thid., p. 265. 

Ibid, p. 269. 

” The term has been adopted from National War Labor Board, Wage Report to the 
President on the Wartime Relationship of Wages to the Cost of Living, February 22, 1945, 
Appendix D, by George W. Taylor, p. 76. 
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level employment is considered at the end of this section. Here we are 
concerned with administered prices and wages. 

The wage structure of an enterprise is composed of at least a list of 
jobs with the applicable wage rate per hour or piece. In many situa- 
tions this rate may be a rate range with a maximum and minimum for 
the job. The wage structure also includes the complex of penalty and 
overtime rates for shifts, holidays, and other working conditions. Under 
incentive plans the provisions for performance over standard must be 
included. The enterprise has the possibility of varying the relative 
number of man-hours used at each rate. Day-to-day decisions on 
transfer and promotion, training and hiring, lay-off and seniority pro- 
cedure, and job assignment (in fact, all decisions affecting industrial 
relations and production) will have their impact on average earnings 
and wage costs. These factors may frequently be more important than 
changes in the formal level of wage rates.”* 

Two enterprises may administer the same rate ranges—incentive 
systems and premium or penalty rates—in quite different fashions. 
They may also have quite different industrial relations and production 
‘policies. The wartime experience, which exaggerated most problems, 
showed that identical rate structures could yield earnings per hour 
and hence labor costs which varied as much as 50 or 75 per cent. The 
enterprise—and the union as well—actually has two shots at the 
effective wage: one in negotiations over the level and.the other in the- 
day-to-day administration of the wage schedule, subject to the proc- 
esses of collective bargaining. 

The idea of administering a price structure of the enterprise is just 
as essential to an understanding of wage-price relationships.” The typi- 
cal enterprise is a multiproduct firm. A schedule of prices or formulae 
for computing prices provides a price for various major products and 
lines, a set of differentials for size, grade, quality, location, etc.; and a 
discount or extra system for time of payment, delivery, repair, or 
replacement, etc. The enterprise must be treated as administering this 
price structure on a day-to-day basis. The material, labor, and machine 
resources available to the firm may be shifted among groups of “prod- 
ucts,” or finished goods may be shifted among differentiated markets, 
to yield substantially different revenues. 

This is not to say that the enterprise has complete discretion as to the 
shifting of resources among products or in choice of markets. Many 
of these shifts are dependent. on the decisions of customers and may 
be correlated with changes in the level of income. The case is analogous 

™ The concept of administering a wage schedule may even be applied to the situation 
in which the enterprise has no formal rates but simply personalized and individually 
bargained conditions of employment. 


7" Richard B. Heflebower, “The Effects of the War on the Structure of Commodity 
and Labor Markets,” American Economic Review, May, 1946, pp. 52-59. 
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- to the administration of the wage schedule in which there are typically 
collective bargaining limitations on the discretion of the firm. 

While economists have frequently been concerned with the problem 
of the relative levels of prices charged by a firm able to discriminate 
among groups of buyers, they have seldom seen the problem of the 
enterprise as a whole adjusting and readjusting its flow of sales with a 
fixed schedule of prices. The whole point may be expressed statistically; 
the enterprise with temporarily fixed wage and price schedules may 
shift the weights in each schedule affecting total costs and revenue 
and hence profits. Just as we have noted that physical plant is 
built to accommodate costs to fluctuating output, so business enter- 
prises have contrived wage and price schedules which facilitate some 
adjustment in hourly earnings and revenue to changes in aggregate 
demand. 

The practices encompassed by this phrase—the administration of 
wage and price structures—tend to insulate the system in a variety of 
ways from the impact of an expansion in aggregate demand. Minor 
changes can be made at points in the wage and price schedules without 
setting in motion seriously cumulative processes. A special discount 
may be given or removed; an “extra” may be increased; a wage rate 
increase may be granted for a particular job classification with a change 
in job content. Special operating and marketing problems can be met 
and at the same time the area of any dislocating effects can be mini- 
mized. Changes in effective profit. margins can be achieved without the 
formality of changes in any listed prices or wage rates by shifting 
employment and sales weights. Price changes in the ordinary sense can 
be postponed deferring cumulative movements. Some flexibility is 
achieved in the relation of wages to prices and in the adjustment of 
both to income changes that is more or less automatic. The impact of 
higher hourly earnings brought about by an increase in the proportion 
of workers at higher effective rates may in part be offset with changes 
in revenue automatically associated with higher levels of income. ` 

A recognition of the fact that changes in hourly earnings and revenue 
can be brought about through the administration of wage and price 
structures is essential to interpret the war period. The increase in gross 
average hourly earnings relative to basic wage rate schedules in any 
enterprise during the period 1941-45 is only to be understood in terms 
of the shift in the importance of high paid jobs, merit increases, the 
effect of piecework earnings, and the greater importance of penalty and 
overtime rates. Wage structures were administered so as to yield these 
higher earnings. Had these developments not taken place, much larger 
changes in basic wage rates would no doubt have been necessary. In 
the same way, profits reflected more than increased output and im- 
proved margins as measured by wage and price levels. Profits in- 
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avenged substantially because of the shift of output to higher profit 
items. 


This section argues that sermi administering wage and price -` 


schedules may push output further without formal revision in wage 
and price lists than would be the case if each firm had a single product 
and employed a single type of labor. Increases in scheduled wage rates 
and prices are apt to be particularly contagious. Moreover, wage and 


ptice leadership are highly developed in many sectors. The administra- 
tion of these structures provides a cushion to the impact of inflationary 


tendencies. It may be contended that these changes in wages and prices 
«within the structure are just as inflationary as any other. The significant 
“point, however, is that within certain limits the administration of these 
structures cushions cumulative effects and provides flexibility that 
. could not otherwise be achieved without serious repercussions. 

If the area of administered prices serves in some respects as a barrier 
to cumulative changes in price and wage schedules at high employment, 
what of the ‘more competitive area of the system characterized by 
flexible, prices? Prices in this sector, illustrated hy agricultural prod- 
ucts, have risen sharply in periods of high incomes and have fallen 
precipitously with low income levels. This behavior creates many 
difficult problems for stability of employment. Because of the im- 

portance of food in the budget of wage earners and the effect of cost- 
-of-living changes on union wage policy, these flexible prices alone may 
induce serious increases in the whole wage and price levels. The area 
of administered prices might remain unchanged at full employment but 
wage rates could start to rise sharply through the influence of the 
_ flexible prices on living costs.” 

These dangers to stability which inhere in the first instance in the 
competitive sector are fot to be taken lightly. There are numerous 
political signs, however, that in the years ahead agricultural prices 
will be prevented from falling to the depths they have in the past 
either by moderate levels of aggregate demand or by direct govern- 
ment intervention in these markets. In either case the magnitude of 
rise in agricultural prices as employment reached high levels could 
then be expected to be less pronounced. Moreover, the markets between 
agricultural products and the final products entering the cost of living 
to wage earners permits some considerable adjustment in agricultural 
prices before becoming seriously infectious on wage levels. 


III. The Area of Decision Making 


s 
1 


J 


The stability of the system is affected by the area of the economy ^ 


included in single wage and price decisions. Wage rates would move 
quite differently at full employment depending on whether the wage 


"The distinctions in meaning of “real wage” pointed out in note 12 above may be 
quantitatively quite important in short periods. 
\ . 
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level was bargained on a national basis for all:unions and managements, 
or an industry-wide basis, or solely in separate plants and firms. The 
wider the area of bargaining the less likely for bottleneck and strategic 
groups of employees and managements to set in motion wage increases 
that would spread rapidly to other groups. The superior bargaining 
power of these favorably located employees and managements is offset 
in part or averaged out in a wider bargaining unit. 

Recent years have witnessed both an expansion in older bargaining 
units and the emergence of collective bargaining in many new areas in 
which negotiations have been conducted on a multiplant basis.** Ac- 
count must also be taken of instances of wage leadership where the 
wage rate change agreed upon by the leader becomes the “pattern” for 
the industry or locality. Most of the actual process of wage determina- 
tion lies between the poles of formal association bargaining and wage 
leadership exercised by key bargains. The unionized sector of the econ- 
omy has become so large and the task of staying unorganized so difficult 
that wage rates under collective bargaining may be said to determine 
wage rates throughout the industrial sector of the system.” 

There are consequently a limited number of key bargains which 
decisively determine the level of wage rates in the industrial sectors 
of our system. While the steel and coal bargains may be more important 
than others, a list of twenty-five to fifty key bargains would determine 
to a very high degree, through the processes of wage leadership, both 
the level and industrial structure of wage rates. In interpreting this 
statement it is important to avoid the dual fallacies that wage rate 
differentials among bargaining units are completely inflexible or that 
there are no key wage changes which are highly influential on other 
wage bargains. 

The timing of wage rate changes is a major problem for stability of 
employment. The growth of multifirm bargaining tends to make for 
uniformity in the timing of wage rate changes even if wage rate levels 
are not necessarily equalized among the component firms. The charac- 
teristic term of the agreement—a period of a year—also tends to in- 
troduce stability in the wage structure in response to increases in em- 
ployment and aggregate demand. The device of the contract with re- 
opening clauses is primarily a wartime expedient. Certainly in peace- 
time the key bargains are for fixed terms, typically for a year. Thus 
the length of the contract, the growth of multiplant bargaining, and the 
fact of wage leadership all tend to make for relative constancy in wage 
rates with an expansion in employment. 

* Richard A. Lester and Edward A. Robie, Wages under National and Regional Collec- 
tive Bargaining, Experience in Seven Industries (1946). 
= John T. Dunlop, “American Wage Determination: the Trend and Its Significance,” 


Wage Determination and the Economics of Liberalism (Chamber of Commerce of the 
United States, 1947), pp. 34-48. 
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‘But the devil must have his due. The growth of large and powerful 
“or strategic labor organizations’ in collective bargaining threatens sta- ` 
-bility at times when the contracts expire. The union-wide or the multi- 
` plant bargaining unit shutdown: in critical sectors not only directly 
threatens high production but such stoppages create cost and price 
distortions. Furthermore, and this is the critical point, the bargaining 
_may result in wage increases which when diffused throughout ‘the 
system lead to an increase in the price level. This possibility is even 
- more imminent in view of the fact that the enterprises bargaining with 
these unions are favorably situated in their product markets to pass 
through such cost increases. No one has stated these dangers more 
, incisively and cogently than Henry Simons: “Every organized group 
‘of sellers is typically in a position to gain by raising prices and re- 

stricting sales. . .. Monopoly power must be abused. It has no use 
save abuse. Some people evidently have believed that labor organiza- 
tions should have monopoly powers and be trusted not to use them.””° 

There are two respects in which the experience since the end of the 
war has seen these dangers in particularly grotesque form. First, the 

_ fact of inter- and intra-union rivalry may result in labor organizations 
~ using wage rates for purposes that have essentially nothing to do with 
any consideration of effects on prices, output, and employment. The - 
union may even recognize fully the reality of adverse economic effects. 
But the desire to use wage policy for organizing purposes or as a tool 
in an inter- or intra-union fight may assume larger importance to the 
union officers and the rank and file. There have been important cases 
during the past year in which employers have used wage policy to 

favor one labor organization as compared to another. 

Second, the organization of employers into effective bargaining 
groups is only now growing apace of labor organizations. The manage- 

-ments of the country have been slow to develop effective multifirm 
bargaining agencies with appropriate technical and professional re-' 
sources on a scale to bargain with the international labor organization. 
There are many indications that this apparatus is emerging. 

The net result of these opposing effects of the expansion of the area | 
of bargaining in wage determination on stability is not readily apparent. 
Judgments will differ widely, and at times violently. The practical 
problem of public policy making, however, is to seek out ways in which 
the inflationary effects may be mitigated. Eventually it may be demon- 
strated by experience that some public wage and price brakes are re- 
quired if a high employment economy is not to destroy itself in 


~. discordant ‘increases in prices and wages. However, there can be ~ 


little support for such a program until we have had greater experience 


* Henry C. Simons, “Some Reflections on Syndicalism,” Journal of Political Economy, 
- March, 1944, p. 6. 


PRICES: WARTIME HERITAGE AND SOME PROBLEMS 253 


and have made greater effort at more voluntary measures. 

The whole problem may be viewed as that of securing attention for 
longer-run considerations in wage and price making. This is no more 
economic preachment than it is attention to self-interest, if either label 
affects your judgment. Experience shows that price increases for the 
maximization of immediate or short-run profits will result in rising 
wage rates and instability. Experience also shows that the extraction 


.of the maximum immediate wage increase under conditions of high 


level employment will lead to inflationary price increases. s 

If wage and price policies are to contribute to stability there must 
be widespread public discussion of the current position preceding 
negotiations and price determination. The occasion of the annual report 
of the Council of Economic Advisers might be developed to provide 
extensive background discussion on the part of the intérested segments 
of the community as setting for the particular decisions. These public 
reviews of all the facts pertinent to an appraisal of the economic out- 
look could be used to improve the climate in which wage and price 
setting is made. 


IV. Summary 


A postwar boom provides a misleading setting in which to appraise 
the prospects of protecting high level employment in more normal 
peacetime from inflationary pressures. The volume of deferred con- 
sumer good demand in textile products and durable items was unique. 
The extent of accumulated savings and liquid assets provided an exag- 
gerated inflationary stimulus. A prolonged period of wage and price 
control created needed readjustments of prices and wage rates in a free 
market. The psychological repercussions of this release are not apt to 
be duplicated, particularly in the labor market with the expiration of 
the no-strike pledge. There have been sharp changes in tax rates. The 
period has presented extreme and intensified conditions which must not 
be used to project the peacetime problem. 

The maintenance of stable high level employment is the crucial 
problem of the generation. The danger of deflation and underem- 
ployment is persistent. No less important is the issue whether wage 
and price increases at high employment may destroy prosperity. This 
paper has considered three groups of conditions which lead this observer 
to suggest tentatively that the inflationary dangers can be confined: (1) 
The economic world provides technical arrangements of production that 
permit output to be pushed to high levels without marked increases in 
costs and prices. (2) The administration of wage and price structures 
typically permit adaptdtions in earnings and revenue without transmit- 
ting changes in price schedules. (3) The expanding area of bargaining 
over wage rates permit a greater stability in the level of wage costs. 


DISCUSSION 


. Corwin D. Epwarps: Mr. Dunlop addresses himself to the problem 
whether wage increases lead to an inflationary spiral. He believes that they 
need not do so because of peculiarities in the behavior of costs, the administra- 
tion of price and wage structures, and the-scope of wage bargains, which are 

.not taken into account in such analyses as that of Professor Pigou. I must 
resist the temptation to shoot at Professor Pigou over Professor Dunlop’s 
shoulder. Nevertheless, the inflationary spiral of wages and prices does not 
appear to me to present a problem in the real world, for reasons somewhat 
different from those advanced by Professor Dunlop. 

It is obvious that the differential bargaining strength of labor groups may 
force wages up at particular points in the economy and thereby create dis- 
locations, first in relative wages and subsequently in relative prices. Obviously 
perturbations may result until new tenable ratios are arrived at. It is also 
obvious that a general wage increase may in part become illusory because of a 
subsequent general price increase. But neither of these two developments gives 
us an inflationary spiral. For such a spiral, it would be necessary that labor 
generally have such a bargaining advantage over employers as to enable it to 
raise wages, and that those employers, in their capacity as vendors of goods, 
then attain such a bargaining advantage over consumers as to enable them 
to make an offsetting, or more than offsetting, increase of prices. This alterna- 
tion would need to appear recurrently without a substantial break in the 
power of any of the labor groups or any of the suppliers of goods; for if 
there were such a break, forces tending to terminate and reverse the upward 
spiral would be released. , 

Talk about this kind of economic pattern is produced by war and postwar 
adjustments, during which large amounts of purchasing power are available 
from other sources than the contemporary distribution of incomes through 
business processes. We have no experience of inflation through wage and 
price increases in times of peace. Rather, our experience shows that the re- 
ciprocal increases characteristic of the business cycle are self-terminating 
and self-reversing. It may be that Mr.Dunlop uses the term inflation to include 
the cyclical rise, and that the problem whether wage and price increases may 
destroy prosperity should be read as the old problem whether business booms 
generate business depressions. However, parts of his argument appear to be 
directed toward larger-scale inflations and toward high levels of employment 
other than those which are characteristic of the top of the business cycle. 

Although I agree with Professor Dunlop that reciprocal wage and price 
increases need not produce inflation, I cannot accept his apparent belief that 
collective bargaining and the growth of administrative power to control 
prices are factors which promote full employment. Apart from any effects 
produced by untenable wage and price relationships, full employment is likely 
to be made impossible through the means which the business and, labor groups 
employ in establishing their power and in asserting it upon market bargains. 
At the moment we are all aware that large-scale strikes diminish aggregate 
productivity and employment. We are traditionally aware that the restrictive 
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tactics through which business monopolies raise prices have the same direct 
effect. Indeed, the direct restrictions of the private monopoly rather than 
the unbalance this monopoly introduces into the price structure supply the 
basis for American antitrust legislation. Moreover, both in business and in” 
labor, a power group can establish and maintain itself only by asserting an 
exclusive jurisdiction over some field of economic activity and resisting the 
entry of outsiders into that field. Jurisdictional claims and interferences with 
the movement of men and resources from one market to another constitute 
trade barriers inconsistent with the flexibility necessary to full employment. 

To say this is not to assert that we can have completely atomized compe- 
tition, nor even that to have it would be desirable. However, movement away 
from automatic adjustment toward organized tests of strength between 
powerful bargaining groups is in itself a force adverse to full employment, 
apart from the price and wage relationships which may be established in the 
bargaining process. 


Mervin G. pe Cazeau: In his paper, Mr. Galbraith’ sets out explicitly 
to “idealize the system of war organization we have just dismantled.” My 
general criticism is that he succeeds too well. Price control, in its idealized 
armor, is too dazzling. There is too much black and white in the contrasts 
between “pro” and “anti.” If memory serves me, the predominant color was 
grey. His paper, therefore, gives a dubious sense of complacency in the record. 

Take for example the contrast between those who supported what Galbraith 
terms “the equilibrium system” approach and those who pioneered the “dis- 
equilibrium system.” Now, this may properly describe the theoretical and 
philosophical birth pangs of general price control. From some of Galbraith’s 
remarks, I conclude that I speak as a layman—to a convention of the midwives 
of price control! But from the relative obscurity of the National Defense 
Advisory Committee and the Office of Production Management, I would 
hardly have described the opposing forces in Galbraith’s words. 

True, almost from the beginning, there were two quite different schools of 
thought with respect to appropriate policy: those who emphasized the need 
for higher taxes combined with methods to induce or force increased savings; 
and those who emphasized the need for direct controls. In the early period 
(1940 and 1941), the former derived great strength from the conviction that 
there was an enormous amount of “slack” in our system of production; from 
the picayune size of actual or officially contemplated military requirements 
in comparison with production potentials; and from the natural hesitancy 
to shoulder a task so stupendous as the direct control of the American 
economy, especially in the then state of lack of information, or to advocate 
such a radical move in a political milieu that would not stomach even the 
mention of a “war’’ effort. These were the days of the “guns and butter” 
philosophy and of the “defense” program, I still recall that when we first 
challenged the adequacy of steel capacity (December, 1940), industry repre- 
sentatives—with the assurance of the admirals who later could wipe out the 


*To be published in the American Economic Review. 
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Jap fleet any Thursday morning before lunch—could, TE claim that total 
annual military requirements could be rolled in a few days. We had to base 
our recommendations on athe derived_civilian demands for steel as incomes 
rose! 
Despite the official position, some were more prescient than others and, 
there was already a marked jockeying for position between and among both 
the old-line and the new embryonic agencies. If memory serves me, OPA was 
not entirely aloof from this struggle for strategic position! 
My own conclusion would be that many, then and later, doubted the relative 
efficacy of general price control. But differences were matters of degree and 
of the relative importance of alternative devices. Once we were in the war, 
I know of no substantial professional opinion that we could avoid inflation 
. under an equilibrium system, as described, by any politically feasible amount - 
of taxation or income control. 
We come now to the major thesis of Galbraith’s paper: that the proper 
standard for appraising the effectiveness of wartime general price control is 
not the behavior of the price indices but rather the performance of the system 
. of.war mobilization as a whole in which it played an important part. That 
this is an appropriate standard, I agree; but my agreement places me in the 
“absurd” position of suggesting that Mr. Galbraith’s paper is not too long but 
too short! The standard that he would apply avoids none of the imponderables 
that bedevil the price indices. I refer, of course, to problems posed by up- 
grading of products and of labor, by quality deterioration of products under 
the same name and of labor in terms of productivity at the standard wage, 
and of product differentiation through which ceilings could be eluded. It does, 
however, drag in some formidable imponderables of its own—largely un- 
analyzed i in Galbraith’ s paper. For example, to what extent was the apparent 
effectiveness of price controls dependent on or a reflection of other direct 
controls of production and distribution? Again, Galbraith observes that price 

‘control avoided the immediate effects of inflationary pressure from induce- 
ment wages and inadequate taxation. To what extent did the apparent effec- 
tiveness of price controls undermine or anesthetize alternative measures of 
reducing the impact of inevitable wartime inflationary forces on the economy 
and so store up more trouble for the postwar period? 

It is obviously beyond the time limitations of this discussion to supply these 
deficiencies. But I will list a few items—more particularly some that were 
important during the war but radically altered at its termination—which 
Galbraith fails to appraise and which, for that reason, may account for a 
too easy conclusion that deterioration of price controls after V-J Day was not 
necessary. 

- Beginning in the spring of 1941, there was a welter of conservation and 

limitation orders that forbade the use of scarce materials in designated prod- 
ucts, curtailed arid forbade expansion of civilian production facilities and 
construction, restricted output of civilian goods, and eventually prohibited 
production of many consumers’ durable and consumers’ hard goods. Priorities 
and allocations directed scarce materials and components to specified purposes, 
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By a combination of labor referrals, placement of war contracts, and alloca- 
tion of materials, direct control of labor was avoided, but the demand for and 
use of labor was nevertheless indirectly and persuasively affected. 

These and similar direct controls were not designed specifically to support 
price controls (integration of interagency activities is not exactly a natural 
Washington trait!); but, combined with the excess profits tax on the one 
hand and the producer’s opportunity on the other to avoid the vicissitudes of 
civilian production by shifting to war production, they took much of the 
“heat” off price control. More specifically, at many vital points they elimi- 
nated competitive bidding, simplified and standardized products, limited - 
production of high-priced and required a modicum of low-priced goods, severed 
traditional producer-customer loyalties, and submerged civilian new-product 
development and civilian plant expansion. Thus, competitive incentives were 
divorced from long-range considerations of proper pricing patterns and com- 
pany good-will. In the shorter perspective of wartime, over-all profits became 
an adequate incentive for continued production. 

Under this criterion, quite apart from partial or full conversion to war 
production, wartime standards of civilian price controls were hardly exacting. 
By adroit shifting of production weight among items within established price 
ceilings (to which Dunlop has just called attention in another context); by 
exercising the American genius for product differentiation; by quality and 
service changes; by reduction in selling costs and stepping up of inventory 
turnover; by practical elimination of the costs of unsold or unsalable merchan- 
dise—civilian manufacturers and distributors struggled along, by. and large, 
quite profitably whether price ceilings were fair or not! 

Finally, we cannot ignore the widespread social recognition of the emer- 
gency and of the need for drastic, if unpalatable, action if we were to win the 
war. True, we made it easy and profitable to heed these social pressures. (Real 
civilian incomes for example continued to rise to 1945!) But patriotism was 
no monopoly of those, in or out of Washington, who labored to devise and 
administer controls over the rest of the population. The point is important 
because the controls (price or production and distribution controls) were 
crude, especially in the beginning. The meat axe, not the scalpel, was the 
instrument at hand. That they were accepted and honored as widely as they 
were is not so much a tribute to their theoretical or mechanical perfection as - 
it is to this general recognition and support of their basic purpose. 

Public acceptance of the principle of control was the cement that held the 
structure of controls together. As it lust its cohesive power—almost as soon 
as victory became relatively certain—the structure began to crumble. 

These forces are the more important in appraising price controls and 
especially the postwar continuance of price controls because they faded as 
the emergency passed. Peacetime markets revived long-range competitive 
strategy and reaffirmed the need for greater flexibility in pricing and in the 
execution of production plans than direct controls would permit. (Not old 
patterns, no matter how well patched up, but new pricing patterns were 
crucial.) Controls were increasingly irksome with the cumulated annoyances 
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and maladjustments of the war period. But, most important of all, the rela- 
tive simplicity and acceptability of wartime criteria of essentiality were gone. 
In a peacetime market there was no generally accepted standard of relative 
importance or urgency. 

There were many reasons for deterioration of price controls after V-J 
Day. Prominent on any list must be the adjustment of official policy to a 
mistaken economic forecast of deflation rather than inflation and the un- 
resolved ideological conflict between top leadership uf WPB and OPA with 
respect to the function of WPB controls in a reconversion period. But in 
the same bracket must also be noted OPA’s failure to adjust rapidly enough 
either its criteria or its control instruments to the revised margins of tolerance 
permitted by the new climate of opinion and the new economic needs of the 
period. 

In conclusion, I have not argued that deterioration of price control after 
V-J Day was either necessary or desirable. Indeed, I am on record to the 
contrary. I do maintain, however, that by neglecting the kind of considera- 
tions to which I have called attention, Galbraith has oversimplified his ap- 
praisal of the effectiveness of price control in wartime and of its deterioration 
thereafter. For one, I consider the fact that we had achieved “the largest 
expansion in national products in history” under “more stringent controls” 
irrelevant for the proposition that price and production ‘controls would in- 
hibit production in peacetime; and the fact that we were currently operating 
in a state of full employment is, at best, equivocal. 


Ermer J. Worxinc: I have found Dr. Galbraith’s paper interesting and 
stimulating. Some parts of an earlier draft were rather more stimulating than 
the part he presented at this meeting—stimulating in much the same manner 
that a red flag is stimulating to a bull. 

What Dr. Galbraith has said must nevertheless be reckoned with by any- 
one who attempts to appraise the significance of price control during the 
second World War. He forthrightly states that he has attempted “to idealize 
the system of war organization,” and in the light of that idealization to ap- 
praise “the performance of the actual system, primarily .. . in the way it 
made use of price control.” $ 

But I doubt that most economists of today, or of any future time, will 
concur in all of Dr, Galbraith’s idealization. He was too close to the develop- 
ment and the implementation of the price control policies to view them with the 
perspective necessary for objective appraisal. Price control of World War 
II was largely his child, and where is the parent who can appraise the ac- 
complishment of his own child in a thoroughly detached and unprejudiced 
manner? 

‘I noted the statement that “before the war most economists would have 
rejected general price controls as an instrument of control and all but a 
minority. would have looked upon an excess of aggregate demand over supply 
as an evil to be avoided at all costs.” I do not find it at all surprising, nor at 
variance with the prewar “economic pedagogy,” that direct price control and 
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rationing were able to hold inflation in check during the war. In order to 
refresh my mind as to my former views on this point I turned back to some 
of my prewar writings.? 

I found the following written in October, 1940: 


Unless sufficient measures are taken by the government to avoid it, price inflation will 


probably be under way within the coming year. ... To prevent inflation, taxation and 
savings of individuals in the United States must be increased by approximately the same 
amount as are the expenditures for war goods. ... Of course, price fixing by the govern- 


ment may play an important part in checking inflation. But if taxation and voluntary 
savings do not increase rapidly enough to offset the increased expenditures for war goods, 
some system of rationing or other method which would involve enforced savings would 
be necessary to enforce price fixing. 


Price control and rationing, then, provided a form of enforced savings. 
Although effective for the duration of the war, I believe it was bad policy, 
both from the standpoint of economics and from the standpoint of the long- 
time political welfare of the party in power, to depend so largely upon this 
type of enforced savings. It resulted in an excess of purchasing power which 
constantly overhung the market and assured further price inflation the 
moment controls were relaxed after the war. The “disequilibrium system” 
which Dr, Galbraith has idealized provided no feasible means of “restora- 
tion of prewar status, property rights, and functional mechanics” without 
going through a marked price. inflation. 

I do not mean to minimize the very great accomplishments of OPA. Al- 
though given the task of preventing inflation, its powers were ill-adapted to 
the purpose. It had no control over the fundamental causes of price inflation. 
It could only fight a delaying action, and this it did valiantly and with much 
success in view of the conditions under which it operated. Certainly the great 
mdjority of economists connected with OPA realized that the agency was 
sure to be the target for criticism and to be discredited in the eyes of most 
people. Nevertheless, they realized the vital importance to the war efforts 
of doing whatever they could to prevent inflation. For this Dr. Galbraith 
and many other employees of the OPA are to be congratulated. 

But we are not here concerned primarily with appraising the effectiveness 
of the work of those who were in OPA. We are concerned rather with ap-. 
praising the satisfactoriness of the “disequilibrium system.” It is my con- 
tention that we should have been much better off if the main burden of con- 
trolling inflation during the war had been borne by fiscal and banking meas- 
ures designed to control inflation at its source, and if direct price control 
had been left free to be used primarily as a means of directing the produc- 
tion and consumption of goods. Of course direct controls such as priorities and 
allocations would also have been necessary, but the need for them and for ra- 
tioning would have been greatly reduced during the war. Furthermore, a large 
share of the postwar inflation would have been avoided by such a system. 

In this connection it should be noted that although the methods of price 


*I began writing about the dangers of inflation in Illinois Farm Economics as early as 
November, 1939. The views there expressed I did not then, and I do not now, think were 
out of harmony with the ideas of many other economists. 
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‘ control largely destroyed the effectiveness of tle system of money prices to 
guide the consumption of foodstuffs, there was set up another price system to 
take its place—the system of point rationing which was an equilibrium sys- 
tem. Consumers were given a fixed income‘of ration points and the point 
values (prices) of the different articles were adjusted from time to time to 
adjust consumption. One of the difficulties of this system was that con- 
sumers could buy food without points, both in the black market and openly in 
restaurants. The effectiveness of the ration point system was, as Dr. Gal- 
braith points out, partially destroyed when there was an overissue of ration 
points—when, in other words, it was no longer in equilibrium. - 

I challenge the idea that “excess demand” was necessary or even largely 

‘helpful in getting full production. The selective service system with its de- 
ferments for essential war workers and the patriotism of the people were 
far more important than high wages in causing workers to shift to the war 
industries. 

I can see some justification for the criticism of certain Department of 
Agriculture officials in their conflicts with the OPA. However, it must be borne - 
in mind that the Department of Agriculture was charged with the responsi- 
bility. of encouraging the maximum production of needed agricultural prod- 
ucts, and that an important means of attaining that end would have been 
price control—a very different sort of price control than that to which OPA 
was committed. 

The existence of the conflict does not so much imply fault on the part of 
either Department of Agriculture or OPA officials as it does a difficulty with 
the disequilibrium: system and .the direct controls by the government over 

_ the economic welfare of large groups of its citizens which that system entailed. 
- Such a system encourages some government officials to seek to extend their 
powers, and political pressure groups are prone to exert their influence to' have 
the power over themselves allocated to those agencies most disposed to favor 
them. It was not only in the OPA-Agriculture controversies that intergovern- 

Mental power politics appeared. It was to be found within OPA itself, be- 
tween OPA and WPB, and between OPA and the various agencies interested 

“in labor, to name only a few of the more important points of conflict. 


There i is even some evidence to suggest that the extent of the disequilibrium ` ` 


- between purchasing power and goods was influenced by a conflict between. 
governmental agencies for power over the wartime economy. In any- event 
- some high officials of the Treasury were very much irked by Mr. Hender- 
son’s failure in the fall of 1941 to support their proposals for anti-inflationary 
taxes. On November 5 of that year Mr. Henderson addressed a memorandum 
to the Supply, Priorities, and Allocation Board entitled, “How Fiscal Policy 
‘Can Aid the Work of the SPAB.” As anti-inflation measures these proposals 
were much milder than those of the Treasury. Later, after the new. price 
control law had been passed by Congress and the Treasury had modified 
its. tax program in the light of the opposition of ‘other governmental agencies, 
Mr. Henderson’s views: were different. On March 2, the day before the 
_ Treasury’s revised program was to be presented to the Ways and Means 


‘ 
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Committee, Henderson wrote to Secretary Morgenthau urging a compul-. 
sion savings plan to raise 5 to 6 billion dollars more than was proposed by 

the tax program. Whether such changes in OPA’s position on taxation and 

compulsory savings policy were merely the result of conflicting and changing 

opinion within OPA, or whether it represented a jockeying for position to gain 

authority over wartime price control is not clear to me. It is clear, however, 

that the passage of OPA’s price control act weakened the willingness of Con- 

gress to meet the problem by appropriate fiscal and banking policies. Some 

members felt that once they had passed the Price Control Act that ought to 

be enough to control inflation. 

Special attention should be called to Dr. Galbraith’s treatment of the con- 
trol of wage goods versus nonwage nonwar goods, and nonwage war goods. 
He holds that strict control of wage goods was essential in order to prevent 
a rise in them from causing a rise in wage rates, but that in the case of non- 
wage goods, especially war goods, control was less necessary. He seems to 
have missed the fact that wage rates in manufacturing rose more rapidly 
than the cost of living—that wages were bid up in the more profitable in- 
dustries, and that this in turn focused them up in other industries. The fight 
of OPA in the summer of 1942 for price control over airframes was made 
necessary because there was then no wage control program, It was this 
fight which forced the issue and was responsible for the adoption of the 
wage controls which were so essential to checking the course of inflation 
during the remainder of the war period. 

From the standpoint of the postwar price levels, the significance of pre- 
venting rises in prices of the three categories of goods is almost the precise 
opposite of that which Dr. Galbraith has indicated. Wage rates are among 
the most inflexible elements in our price structure, whereas food prices which 
form a large share of the wage goods are highly flexible. It is my opinion that 
the level of prices during the next decade or so will depend largely upon the 
extent to which wage rates were permitted to rise during the war and the early 
postwar period. 

I am disposed to accept Dr. Galbraith’s opinion that the performance of 
the wartime system of controls should be measured in terms of the over-all 
performance of war production rather than merely in terms of the behavior 
of the price indexes during the war. One of the reasons for this, however, 
is the misleading character of price quotations and price indexes during the 
war period due to (1) black markets, (2) subsidized prices, and (3) the 
lack of prices for most war goods in the price indexes. In addition to the 
officially subsidized prices, prices of most manufactured commodities for 
civilian use were subsidized through the prices and profits realized on war 
products. It was part of OPA’s policy to require this hidden subsidization. 

It should also be pointed out that even though one accepts over-all per- 
formance as a criterion, it is still pertinent to inquire whether that produc- 
tion was attained because of or in spite of the methods of price control. Dr. 
Galbraith has shown us little evidence to indicate that the performance was 
improved rather than hindered by the adoption of the particular sort of 
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“disequilibrium system” which we followed. It is my contention that we would 
have been better off with less disequilibrium, 


MORDECAI EZEKIEL: Behind prices, wages, and profits, increasing and de- 
creasing marginal returns, savings and investment, and all the rest’ of the 
abracadabra of business and economic jargon, lie certain physical facts which 

_all can agree on. 

1. Society can consume no more than it produces. If real incomes per capita 
are to rise, real production per capita must rise. 

2. Production does not occur solely on farms and in factories. The wheat 
threshed on the farm is only a small part, economically, of the bread which 
reaches our table. The automobile assembled at the plant is only one item 
of the daily trip to the office in a motorcar or bus. Besides factory workers, 
many other less conspicuous workers, in transportation and merchandising 
and services, contribute to the end product at retail—including the mailman, 
the policeman, and even the schoolteacher. ` 

3. As technology advances, striking increases in physical output per hour 
can and do occur in certain stages of the productive process—in rolling steel 
strips, for example, or in honing an auto cylinder. The workers in those 
particular industries whose output is miraculously multiplied are not there- 
fore more worthy than workers in older industries less. susceptible to change, 
or in service and professional occupations less adapted to mechanization. 

4, If an economic society is to retain balance while the real average out- 


` put per worker increases, all useful workers should share in that increased ` 


output, in some degree, with the rewards varying only enough to insure 
sufficient mobility between occupations and skills, and with differentials to 
reward Variations in training, abilities, and applications. To concentrate all 
reward for increased output in the incomes of the businessmen and workers 
fortunate enough to be occupied in the technologically fruitful fields would 
set up constantly increasing disparities, inequalities, and stresses in the 
society. What happens to profits—the wages of business—is just as much a 
matter of public concern as what happens to prices and wage rates. 

5. It follows that the larger part of increasing real over-all output per 
hour per worker (which in our society in recent decades has averaged about 
3 per cent per year‘) should be currently reflected in rising real incomes for 
all workers, either by raising wages or incomes, reducing prices and costs of 
living, or both. Rising output is the only continuing factor from which ris- 
ing real wages can come. If all corporate profits had been paid out as an addi- 
tion to the wages and salaries paid by corporations, wage rates (for selected 
peak years) would have been 22 per cent higher in 1929, 15 per cent in 
1940, and- 10 per cent in 1945 (profits after taxes in this last war-boom year). 

* Calculated from output data in L. H. Bean, “Postwar Output in the United States 


at Full Employment,” Review of Economic Statistics, Vol. XXVII, No. 4, November, 1945, 
Pp. 202-203; population data; and average hours of work in factories. National output 


per employed worker grew at a rate of 234% per person per year from 1900 to 1929,’ 
but (judging from factory hours) hours worked per week declined 0.75% per year, so. 


‘output per hour increased by 3%. 
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Postwar tax reductions, applied to 1945 profits, would have increased this 
to possibly 1344 per cent? 

6. A favored few corporations in industries with rapidly improving technol- 
ogy or limited competition may be in position to make exceptional profits— 
as labor demonstrated a year ago was true for the auto industry. But if wages 
in those industries are increased as much as their favorable position can per- 
mit, less favored industries cannot increase their wages in the same propor- 
tion without raising their prices. That was the fatal flaw in wage policies of a 
year ago-—and one we must not repeat again if cyclical inflation is to be really 
checked. Instead, if society is to gain, such exceptional profits should be 
mostly distributed as lower prices. 

7. Real wages, properly distributed among workers, cannot be permitted 
to lag behind real increase in productivity—for if they do, profits will increase 
unduly, incomes will become more unequal, expenditures and consumption 
will lag behind production, and chronic depression will ensue. Neither can 
real wages be pushed up much faster than real increase in output makes 
possible, for if we attempt that (as we did in 1946), inflation counteracts our 
efforts. Ñ g ; 

These are the physical principles on which wage and price determination 
should be based; but they find little place in the bargaining process of today.? 

In our society, prices, profits, and wages are influenced not only by in- 
difference and cost curves, but by the institutional power of bargaining 
groups—especially corporate enterprises and labor unions. In the twenties, 
corporations had achieved superior power, prices were increasingly set by 
administrative decisions of businesses, profits soared, and real wages did 
not keep pace with labor productivity. The great depression of 1929 
followed. 

Subsequent efforts to strengthen the bargaining power of labor have now 
created almost equally monolithic strength in some bargaining groups on 
labor’s side. I will skip the period of wartime control which Dr. Galbraith 
has so clearly chatacterized. Today, with the increasingly interdependent 
character of our technological civilization, with the ability of any one small 
missing component part to block a whole long and complex production process, 
and with the massed forces both of labor and of business, collective bargain- 
ing has almost ceased to be a process of orderly negotiation and has more 
and more become a stalemate in which pay rolls, profits, and the product of 
society as a whole all suffer. In the past twelve months, hardly has one major 
strike been settled before another, equally disabling, has been under way. 

Even so, the effect of strikes on production can be overemphasized. In- 


ioe Pa estimates in National City Bank of New York economic letter, December, 
:, P : 

? The possible alternative distributions of increasing output per worker were explored 
further, in a different context, in my book, $2500 per Year (Harcourt, Brace and Co., 
Inc,, 1936), pp. 199-205. 

Between 1923 and 1929, for a wide group of factory products, factory pay rolls per 
unit of output fell 16%, while selling prices of the same products remained virtually 
unchanged. See 1946 Agricultural Outlook Charts (Bureau of Agricultural Economics, 
U. S. Dept. of Agriculture), p. 6. 
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dustrial output, which had dropped from 220 in mid-1945 to 160 for the first. 


quarter of 1946, was back to 182 by November, 1946—a reconversion achieve- 
ment which compares well with the rate of recovery from past depressions. 
But the recovery carried with it price advances which now threaten, tem- 
porarily at least, to block further recovery. 
‘It seems today as if both business and labor have been given powers 
too big for them to handle if the general interest of society is to be served. 
Some may believe that all these powers should be destroyed, and- atom- 
istic competition restored—if it ever existed. But I agree with Dr. Dunlop 
f that only along two other lines can a solution be found. One is that leaders 
of both business. and labor will learn to exercise a new statesmanship i in the 
use of their power, recognize that real income and not money income is what 


counts, and find ways to negotiate wages and set prices without sabotaging . 


the maintenance ‘and increase of production—and establish prices and wages 
in. such ways that all workers share in the increasing real income per capita, 
not merely a fortunate minority, in favored industries and occupations. As 
Dr. Dunlop has indicated, widening the area of bargaining should help pro- 
duce more statesmanlike results. 

_ The-other line of solution is that society should take paag through govern- 
ment, some of the-excess powers it has ceded to priyate groups. Corporate 
power depends in part upon public grants of rights and privileges. ‘So does 
labor union power. If these powers cannot be exercised effectively in the 
‘public interest by those who now hold them, new public agencies must be 
created to control the process of establishing prices, wages, profits. A wide 
variety of public devices might be possible, ranging on the labor side from 
minimum wages, fact finding, or voluntary arbitration, on to compulsory 
arbitration, or even more drastic price and wage regulation to insure not 

. only that wage increases approved are in the general interest, but also that 
particular prices are reduced when necessary in the general interest. Time 

. does not permit me to explore what thése new devices might best be, nor what 
new economic and statistical yardsticks—in physical terms as well as dollar 
signs—would be needed ‘to guide their decisions. The Council of Economic 
Advisers, in its first notable report, has already explored part of the way. 
But one thing is clear: The people of this country cannot safely permit any 
private group to misuse its power, publicly bestowed, to strangle the welfare 
of. all. And that applies to prices as set by giant business just as much as 
to wages as influenced by giant labor. 
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BANKING PROBLEMS 
THE COMMERCIAL BANKS AND THE PUBLIC DEBT 


By CHARLES C. ABBOTT 
Harvard University 


I 


It is becoming more and more evident that economic pressures of 
major importance during the next few years stem primarily from the 
second World War rather than from the great depression. In the finan- 
cial field the greatly increased federal debt occupies the center of the 
stage. Methods and procedures employed in managing this 265 billion 
dollar obligation will be of far-reaching significance. In this undertaking 
the commercial banking structure occupies a key position. 

The salient statistical features of the debt are well known. Those 
of special significance to the banking system may be summarized as 
follows: As of June 30, 1946, commercial banks held 84.5 billion dol- 
lars, or 31.3 per cent of the total direct and guaranteed debt; 23.4 bil- 
lions, or 37.8 per cent of the marketable debt due in twelve months or 
less; and 45.3 billions, or 68.7 per cent of the bank eligible Treasury 
bonds. As of the same date, 55.2 per cent of the assets of national banks 
were represented by government securities, and for every dollar of 
adjusted demand deposits insured commercial banks held about 92 
cents of federal obligations. For the year ended December 31, 1945, 
between 47 per cent and 48 per cent of the gross earnings of member 
banks came from interest on government securities; but net profits, 
after recoveries, losses, charge-offs, and income taxes were only 79 
per cent of such interest payments. 

During the immediate future, debt management will attract much of 
the attention bestowed upon deficit spending during the thirties and 
upon central banking techniques in the decade after the first World 
War. Until recently the problems implicit in this subject have not been 
studied intensively either by monetary theorists or by practical finan- 
ciers. Neither the present state of our knowledge nor the theoretical 
framework within which much of our financial thinking takes place 
leads me to believe that problems inhcrent in our present situation will 
be resolved without much hard thinking and hard work. 


I 


In the management of the federal debt it seems clear that policies 
aimed at influencing the volume of Treasury securities held by commer- 
cial banks must be related'to the whole problem of debt management, 
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and correlated with procedures directed at other classes of debt holders. 
. Debt owned by the banks cannot be treated as an independent phe- 
nomenon. 
+ Our experience during and since the war has taught us that the 


pattern of debt ownership is a unit. Except during periods of debt re- 


tirement, reductions in the volume of Treasury securities owned by one 
class of holders necessarily occasion increases in the portfolios of other 
classes. Sales of Treasury securities by commercial banks are reflected 
in acquisitions by other types of holders—Reserve banks, savings insti- 
. tutions, insurance companies, government trust funds, corporations, or 
individuals. Conversely, sales by any one of these classes, unless ab- 
sorbed by other nonbank owners, swell the portfolios of commercial 
banks. Under some circumstances such transfers are of greater conse- 
quence than are moderate expansions or contractions in the total debt. 
In its latest report the Board of Governors has expressed concern 
over thé possibility that commercial banks may transfer short-term 
securities to the Reserve banks and, with the proceeds, acquire bank 
eligible securities from nonbank holders. To some observers it has 
seemed certain that with the passage of time much the larger portion 
of the 21 billion dollars of Treasury obligations held by nonfinancial 
business corporations at the end of 1944 would be shifted to other 
classes of owners—and indeed this process has already begun. Still 
other commentators have believed that the large amount of demand 
debt outstanding in the hands of the public represented a continuing 
threat, in that new holders for a substantial portion of it might some 
day need to be found on short notice. Whether it is desirable that our 
savings institutions continue to invest, as they have for some years 
- past, the entire amount of new savings received each year in dead- 
weight government debt, rather than in productive business enterprise, 


is also a matter that merits attention. Since changes in the government ` 


portfolios of one class of holder induce changes in the portfolios of 
other classes, the investment policies of savings institutions cannot be 
considered without reference to their effects on the commercial banking 
structure. 

In short, we reach the conclusion that the amount of debt that com- 
mercial banks hold or should hold, and the character of such debt—by 
which I mean its maturity, marketability, rate of return, and’ other 
provisions—cannot be determined independently of the amount and 
character of the debt held outside the banking system. Debt manage- 
ment and the disposition of the debt must be conducted with reference 
to all, types of actual or potential holders, not with reference to one type 
alone. : 
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What are the underlying logics of the new financial situation in 
which we find ourselves? Space limitations prevent their detailed ex- 
amination. To place the banks and their security portfolios in perspec- 
tive, however, some of the elements in the situation must be noted. 

The course of events during and since the war has given a new and 
much greater significance to the power of the Treasury to determine 
maturity dates, interest rates, and other provisions attaching to particu- 
lar issues of government securities. Because of the great growth in the 
total debt and the great increase in the volume of bonds held by com- 
mercial banks and savings institutions, the Treasury is now in a position 
to influence substantially if not to control the earnings of commercial 
banks, the reward paid to “thrift savings,” and the cost of life insur- 
ance. In large measure, these are new developments in the financial 
economy. 

The decision of the Treasury, an executive department, to use large 
amounts of debt redeemable on demand might—-should there be a 
sudden increase in cash redemptions—upset the relation of the govern- 
ment’s cash income to cash outgo, as determined by the legislative 
branch through its appropriation and revenue statutes. We have not 
hitherto had a situation in which the maturity pattern of the debt was 
such that it could, on the one hand, disturb the financial dispositions of 
the Congress or, on the other hand, materially affect the income stream 
and consumer spending. 

The ability of the Treasury to vary the volume of bank eligible and 
ineligible securities and the relative amounts of short- and long-dated 
debt also grants it the power, within wide limits, to regulate if not to 
control the money supply of the country. The elasticity of the currency 
and the availability of credit now largely depend upon Treasury deci- 
sions rather than upon Federal Reserve policy. The Board of Gov- 
ernors has virtually acknowledged its inability under present conditions 
to regulate credit or to mitigate untoward effects resulting from sudden 
transfers of bonds from one class of owners to another (i.e., from non- 
bank holders to commercial banks, or from commercial banks to Re- 
serve banks): “at present the country’s central banking mechanism 
lacks appropriate means . . . to restrain unnecessary creation of bank 
credit through continued acquisition of government or other securities 
by the commercial banks.’”* Parenthetically I might observe that many 
of the Board’s lost powers could be regained if it were willing to unpeg 
the % per cent rate on certificates. So far this move has apparently not 
seemed practicable to the Board. 


1 Annual Report of the Board of Governors of the Federal Reserve System, 1945, p. 3. 
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So long as 40-50 per cent of the federal debt is floating debt, i.e., debt 
. due on demand or within one year, the “refunding problem” by the 
very nature of the case must be the major concern of fiscal authority. 
If evidence were needed, we have the often demonstrated official in- 
terest in the continued stability of the government bond market. 

Use of excess funds borrowed in the eighth war loan temporarily re- 
lieved the pressure of this problem, but the period of relief is now over. 
Once more the matter is to the fore, even though use of moneys re- 


i 


. ceived from the sale of savings bonds and of moneys made available to _ 


the Treasury by the government ‘trust funds reduces the need of ‘re- 
funding through the issue of marketable securities. 

Under present conditions the thinking of many persons is naturally 
strongly influenced in favor of maintenance of the status quo and a 
continuance not only of a supported government bond market but of the 
. particular interest curve employed during the war. When faced with 
refundings of the magnitudes implied by the present maturity pattern 
of the debt it is difficult to appraise objectively the long-time desirability 
of a controlled interest rate and a supported capital market; to deter- 
‘mine whether the spread between 34 per cent for bills and 234 per cent 
for long-term bonds is, on its own merits, suited to peacetime condi- 
tions; or to assess the long-term effects upon our financial institutions 
of wartime policies eo these are continued after the’ termination of 
hostilities. 

The increased size of the debt, and the importance that now 
attaches to the pattern of ownership, place the open-market opera- 
‘tions of the Reserve banks in a position different than that which they 
occupied ten or twenty years ago. Whether such operations were ever 
exclusively directed at influencing the reserve position of member 
banks may be doubted. In any case, henceforth manipulation of ex- 
cess reserves will be of relatively less weight than formerly in Federal 
Reserve policy. For in our new financial environment, portfolio ad- 
` justments of nonbank holders of government bonds are of more con- 
sequence than they used to be, and consequently the adjustments of 
commercial banks are of relatively less significance. The character of the 
new situation will compel open-market policy to give increased atten- 
tion to the béhavior of government bond holdings that are outside the 
commercial banking system. 

. Clearly the interest burden must be kept to the minimum compatible 
with economic stability. An increase above its present level of 5 bil- 
lion, dollars would be a misfortune. Yet this decision ought not to shut 


our eyes to other aspects of the subject, or to preclude its further study.’ 


Many considerations, in addition to the sheer dollar amount of interest 


. payments, combine to determine the level of debt service that is feasible. 
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The desirability of a small interest cost should not lead us to conclude 
that a low-rate must under all circumstances be the primary goal of 
policy, no matter how high the price paid for its attainment in other 
areas, and irrespective of the strength of inflationary pressures. Nor 
should we irrevocably fix it in our minds that the use of a large or of an 
increasing amount of floating debt is the only method of keeping in- 
terest charges at a low level. 

Increasingly, as the period since V-J Day lengthens, the question 
stands out:~Shall we continue our wartime financing policies, notably 
the maintenance of a large demand and short-term debt and a pegged ` 
interest curve? Or shall we aggressively undertake procedures designed 
to provide a more permanent disposition of the debt, especially the 
floating debt? 

Continuation of wartime policies implies continued pressure from 
the refunding problem, continued meticulous support of the govern- 
ment bond market, continued fear that large shifts in the ownership of 
the debt may take place and be disconcerting, continued preoccupation 
with the interest-cost—perhaps to the neglect of other areas of fiscal 
management. Probably this policy also implies, as the Board of Gov- 
ernors has intimated, the grant of additional powers to the fiscal au- 
thorities. 

On the other-hand, a departure from present policy would inevitably 
involve courage, imagination, and many difficult decisions. Probably it 
would require that the government operate for some years with a 
surplus, and that the surplus be used to retire debt—although the re- 
demptions should not be permitted to precipitate unduly stringent 
deflationary forces. Possibly a new policy would lead to the develop- 
ment of new debt forms. Conceivably it might mean moderate advances 
in interest rates on some portions of the debt, although such increases, 
one may hope, would be offset by decreases on other portions. 


IV 


In the longer run we will have to face other questions. For example: 
What do we want the debt to do for the economy? In answering this 
question we must take account of the useful functions the debt can 
perform as a repository for the savings of individuals, as an outlet for a 
portion of the investible funds of savings institutions, as a basis for 
the currency and for Federal Reserve credit, and as a source of liquidity 
for commercial banks—though perhaps we should guard against “too 
much liquidity.” In the large, we want the debt, which was contracted 
in order to win the war, to provide a sound financial basis for the peace, 
without which there would not have been even the possibility of pros- 
perity. 
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Another question is: What do we want to keep the debt from doing 
to the economy? In general, I suppose, we wish to prevent the debt 
from acting as an element of instability. More specifically, I presume 
we want to ensure that policies of debt management do not interfere 
with the legitimate functions of the Federal Reserve System or make 
credit conditions uncontrollable; that the requirements of debt manage- 
ment do not preclude a well-rounded and effective fiscal policy; and 
that the debt itself does not act as too great a drag upon the productive 
. process and expansionist. tendencies in the economy. In dealing with 
these matters we shall have to consider ways and means of reducing the 
effects on the money supply that, in recent years, have been produced 
by variations in the total debt and by changes in the proportions-of 
long- and short-dated securities. 

What ought to be the general relationship between the existing vol- 
ume of debt and existing accumulated savings, and what amounts of the 
new savings accruing annually should be invested in Treasury obliga- 
tions rather than in the financing of productive business? Among the 
elements entering into the resolution of this’ question will be the 
amounts of government securities that it will be desirable or practicable 
for our savings institutions to hold. 

These three questions might be rephrased. Over the next ten to 
twenty years within what ranges should fluctuations take place in the 
bond accounts of the several classes of deébt-holders—commercial 
banks, savings banks, Reserve banks, life insurance companies, govéern- 
ment trust funds, business concerns, and individuals? In short, what 
amounts of securities will or should particular classes of owners hold 
-and—even more important—for what reasons? Because of the rate 
of return, because of the liquidity of government bonds, because of 
a statutory requirement, because of some provision of a particular 
issue—such as a fixed redemption price or a tax exemption privilege— 
or because other satisfactory outlets for funds cannot be found? 

Finally, shall the decisions on these matters remain at the virtual 
discretion of the executive branch of the government, through its power 
to determine rates,maturities, and other terms attaching to individual 
security issues, or shall the legislative branch offer broad guidance 
and place general limitations on the extent of executive discretion? 


V 


To answer these questions we must choose our goals and determine 
our purposes. Having sélected our objectives we should, in a free 
society, pursue them by employing inducements rather than by apply- 
ing compulsions. : 


‘Clearly we must maintain the government’s credit and preserve the ‘ 
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“public treasure”—not only for the sake of our financial well-being, but 
also as a matter of national security. The manifest symbol of this 
achievement is a low interest rate on federal obligations. In the pursuit 
of this objective, however, we must in the future make use of means 
other than a continuous expansion of bank credit. A redistribution of a 
part of the bank-held debt into nonbank hands would be helpful in 
this connection. A soundly conceived tax structure will be essential. 
Of equal importance will be some regular plan, abandoned only in 
cases of emergency—such as war or the onset of depression—for retir- 
ing debt out of surplus revenue. : 

The inherent instability in the debt’s present maturity pattern and 
in the existing pattern of ownership offers serious impediments to the 
exercise of credit controls and the development of an effective fiscal 
policy. Even excluding problems of debt management the obstacles 
in the way of an efficient fiscal policy are substantial, as I have indi- 
cated elsewhere.” If we wish, so far as practicable, to insulate fluctua- 
tions in the money supply from the effects of the Treasury’s debt poli- 
cies, and to give authorities responsible for maintaining a high level of 
economic activity the freedom of action they need, we should seek to 
transfer a portion of the bonds presently held in the banking structure 
to nonbank holders. By this, among other means, we should endeavor to 
prevent problems that are essentially matters of debt management from 
embarrassing the central banking authorities. The amount of debt that 
should be transferred and the speed with which the transfer should 
take place, deserve most careful study. 

If interest rates are to be flexible and perform the functions essential 
in a free economy we shall need to relax price control as regards at 
least a portion of the debt. Cogent reasons exist, as Secretary Morgen- 
thau often pointed out, for protecting the small saver against the risk of 
interest fluctuations. Most of these arguments, however, are not ap- 
plicable to informed buyers and financial institutions. As the period of 
war financing recedes, the reasons for according the same protection 
to all types of Treasury security holders are less and less cogent, and 
the disadvantages of so doing are correspondingly larger. 


VI 


But it is reasonable to inquire, what if current policies and procedures 
do not satisfy the needs of the situation? Where shall we look for new 
owners of Treasury securities if increasing sales of savings bonds, the 
growth of government trust funds, and occasional offerings of long- 
term securities to savings institutions do not redistribute a sufficient 


“se See the author’s Management of the Federal Debt (McGraw-Hill Book Co., Inc., 1946), 
. VIIL. 
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part of the bank-held obligations? What steps should be contemplated 
‘if the large floating debt makes it impolitic to‘unpeg, however gradu- 
ally, the interest curve? Or, if the bill rate is “defrosted,” to use Mr. 
Sproul’s phrase, what should be done if permissible fluctuations in 
short rates prove inadequate, either to halt inflationary pressures or 
check deflationary threats—even when combined with open-market 
operations of the enlarged scope suggested earlier? In short, how shall 
problems in the field of debt management be prevented from hindering 
policies designed to promote economic stability, and how shall the 
ability of central banking authorities to control credit conditions be 
reconstituted? 

Answers to these questions are not easy. The complexity of the sub- 
ject forbids a simple solution. Furthermore, debt policies developed 
during the war circumscribe what it is now practicable to do. Some ob- 
servations, however, as regards possible courses of action, may serve a 
useful purpose. 

It is not inevitable that the Treasury retain forever the enlarged 
monetary powers it acquired during the war. These were obtained, not 
by direct Congressional enactment, but, as it were, fortuitously, through 
the growth of the debt and the course of events. If it should seem de- 
sirable to reduce these powers, various methods are available. 

One of the readiest would be to amend the Public Debt Act so as to 
place some general limit on the Treasury’s power to determine, at its 
own discretion, the maturity pattern of the federal debt. Such an 
amendment might take the form of two requirements: first, that after 
a future date, such as June 30, 1950, not more than a stipulated per- 
centage of the total debt should be due or payable within twelve 
months; second, that after this same date, the securities due within 
twelve months plus the demand obligations should not exceed a some- 
what larger percentage of the total debt. The effect of the amendment, 
if the percentages named were such as to accomplish the purpose, would 
be to compel within a stated period a refunding of some short-term 
into intermediate- or long-term obligations. A proposal of this sort 
would clearly be opposed from many directions on various grounds. 
Almost certainly one of the major complaints would be that such a 
restriction would improperly limit executive flexibility and discretion. 
Yet the fact remains that many of the Treasury’s powers that would be 
reduced by such legislation are not ones that the Treasury has obtained 
through specific Congressional mandate. 

Suggestions have been made in various quarters that the Treasury, 
now that the excess funds borrowed in the eighth war loan are ex- 
hausted, resume the issue of five to ten year securities on a 1 per cent 
to 134 per cent basis. Such a move would be in accord with the objective 
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of lengthening the average maturity of the debt. Furthermore, resump- 
tion of this type of obligation would not necessarily raise the interest 
cost. As of the end of 1947 all 2 per cent Treasury bonds will be 
within-a five-year call date. The interest saving effected by refunding 
some of these issues into 1 per cent or 114 per cent obligations would 
offset the rising interest cost of refunding bills and certificates into 


- longer-term, higher-rate paper. 


- 


If need for redistribution of the debt becomes pressing and the search 
for new sources of buying power to absorb government bonds becomes 
acute, many proposals will be put forward. In appraising each such sug- 
gestion the test should be: Will it sell a substantial amount of securi- 
ties, in addition to the amounts presently being sold, without simul- 
taneously creating disadvantages that counterbalance its usefulness? ' 

Relaxation of present restrictions upon the purchase of E, F, and G 
bonds would be directed at tapping new sources of buying power, 
although it is doubtful whether such relaxation would greatly stimulate 
the sale of these bonds. Conceivably the sale of a longer-term “G” 
might bring in some additional money. In considering these suggestions 
we should note that insofar as the sale of these obligations was stimu- 
lated, the amount of demand debt would be increased. 

At this point we should, in all honesty, admit that the greatest body 
of funds in the economy not presently utilized to purchase and retain 
Treasury securities is the sizable block of resourcés that -would be 
attracted by tax-exempt federal obligations. The Treasury is not now 
offering any real competition to the municipal bond. At this point, also, 
we should make it clear that the disadvantages attendant upon the 
renewed issue of tax-exempt securities would greatly exceed the advan- 
tages. This decision, however, need not preclude considering whether 
tax exemption might not be employed in some relatively innocuous way. 

If the Internal Revenue Act were so amended as to exempt to the 
individual taxpayer some modest amount of interest on federal securi- 
ties, say $200 per annum, two useful purposes might be served. In the 
first place, over a period of time virtually every person who owned 
any appreciable amount of securities would, almost certainly, come to 
have a nest cgg of government obligations. In the second place, and 
this is more important, the motives for the continued holding of these 
nest eggs, irrespective of the attractions of other investments offering 4 
higher return, would be substantially strengthened. 

A second possibility is an amendment to the Internal Revenue Act 
that would exempt a modest portion of an individual’s current income 
from taxation, provided this portion were invested in a long-term, 
low-interest government security of restricted negotiability, specially 
designed for this purpose. The interest on such a security could be at a 
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nominal rate, perhaps 14 per cent, and should be taxable. The redemp- 


tion values of the obligation would need to be so scaled as to induce its 
retention till maturity. Probably its provisions should permit, in the 
event. of the owner’s death prior to maturity, acceptance of the security 
at face value in the payment of estate taxes. As a practical matter, the 
‘Secretary of the Treasury would probably need to be given the power to 
vary from year to year, and to announce in advance, the percentage of 
an individual’s income that could be invested in these securities during 
the coming twelve months. 

If some proposal such as this were undertaken it would be necessary, 
in order to do justice as among taxpayers, so to adjust the terms of the 
offering as to give the same treatment to all purchasers, irrespective of 
their tax brackets. In the absence of such adjustment the higher the 
taxpayer’s bracket the greater would be the advantage accruing to him 
through the purchase of securities with the exempted portion of his 
income. 

As I have said, the usefulness of these, or of other suggestions, de- 
pends not only on their administrative feasibility but also on the amount 
of new buying power that the inducements offered would bring into 
the government bond market. 

On first glance the funds required as legal reserves fer member banks 
appear to be a source of buying power that might, in part, be used 
for the absorption of government debt. Suggestions of this character, 
which contemplate using these funds as a pocket into which government 
securities might be tucked on a semipermanent basis, are full of pit- 
falls. What their ultimate consequences might be is difficult to foresee. 

Before exploring this possibility a number of points must be made 
clear. In the first place, such suggestions contemplate amending the 
Federal Reserve Act so as to permit assets other than cash on deposit 
with the Reserve banks to count as legal reserves. In the second place, 
it would not be practicable or desirable to permit all required reserves 
to be invested in government obligations. Only a portion of legal re- 
serves is involved in the question, and the exact proportion is a matter 
of great consequence. In the third place, it would be of the utmost im- 
portance to make the arrangement permissive rather than compulsory. 
Member banks might be allowed, but should not be compelled, to hold 
up to a stipulated percentage of their required reserves in the form of 
government paper. In the fourth place, were steps of this nature under- 
taken, a new type of obligation should presumably be designed for the 
purpose. Such a security could be very long term; perhaps it would be 
practicable to make the paper negotiable as among commercial banks, 
though not among others, and salable at face value to Reserve banks. 
Since use of such obligations would permit banks to convert nonearning 
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into earning assets, the-interest rate could be extremely low; probably 
34 per cent per annum is the maximum that should be considered. 

The attraction of a suggestion of this type is that it would presum- 
ably “place” a portion of the debt on a semipermanent basis at a very 
low interest cost. But there are offsetting disadvantages, of which two 
may be noted. The operation would concentrate the debt even more 
heavily than is now the case in the hands of commercial banks. If, as 
presumably would be the case, the Treasury used to retire outstanding 
obligations funds received from commercial banks purchasing these new 
securities, such concentration would occur, irrespective of whether the 
retired obligations were owned by the commercial banks or by others. - 
In the second place, refunding of nonbank-held obligations into this 
new type of security, or of obligations héld by the commercial banks, 
would increase inflationary pressures. Such pressures might be checked 
if an operation of this sort were combined with a further amendment 
to the Reserve Act permitting reserve requirements to be advanced 
above present levels. But the desirability of this further step is not clear 
and, in any event, limitations of space prevent its exploration in this 
paper. 

One further observation upon courses of action sho. 4 be made. The 
possibilities mentioned here, and similar ones, can in large measure be 
described as devices. As such, they might be useful adjuncts to policy, 
but of themselves they do not constitute policy. While they might assist- 
us in achieving our goals, they cannot take the place of a tax structure 
that, with the minimum burden, will raise sufficient revenue to satisfy 
the government’s legitimate needs; they are of little help without an 
adequate system of financial administration; they are a part, but a 
part only, of a program designed to distribute the ownership of the debt 
so as to promote economic stability; and they are not a substitute 
for the intent—our economic fortune permitting—to reduce the debt to 
a level where we can face either another depression or another emer- 
gency with financial equanimity. 


VII 


Let me conclude by summarizing some of the points that I have made. 

The wartime increase of the federal debt, together with the maturity 
pattern selected by the Treasury and the pattern of ownership that has 
grown up, has created a financial situation that is unprecedented in 
this country. One of its results is the greatly enhanced power over 
monetary matters that the Treasury has acquired. Another result is the 
enlarged significance of debt management. Although the bank-held 
debt is a key element in the new situation, it is not one that can be dealt 
with independently. The entire pattern of ownership and the whole 
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maturity pattern must be brought under scrutiny when the position of 
the banking structure is studied. Interest-policy, as developed by the 
Treasury and the Board of Governors,.as well as open- -market opera- 
tions, must now be related to all classes of holders of government securi- 
ties, not simply to commercial banks. 

While we are, in the short run, faced with many matters of policy - 
and procedure, the most pressing seems to be the manner and the speed 
with which wartime practices should or can be altered to suit the needs 
of peace. In the longer run we shall have to face other problems. Chief 

‘ among them are questions relating to the ownership of the debt. Over 
the next ten or twenty years we will have to decide what amounts of 
government securities we wish the several classes of owners to hold, and 
for what reasons. We will meed to determine within what ranges these 
holdings should fluctuate if, on the one hand, the economy is to be 
reasonably stable and, on the other hand, it is to have the flexibility 
necessary for growth and expansion. 

Satisfactory answers to these and allied questions will be difficult to 
find. Existing procedures and some possible alternative courses of 
action have been discussed in this paper. In our appraisal of these 

z matters one final point should, perhaps, be made. The complexities of 
’ debt management are now enormous. The dollar magnitudes involved 

- are huge. The gravity of the issues is great. Consequently, evolution of . 
new policies and methods can proceed only cautiously and gradually. 
We may assume that our present arrangements, whatever their merits 
in wartime, are less and less suited to the emerging conditions of peace 

‘as the period since V-J Day lengthens. Consequently the need for new 
‘procedures steadily grows. But on the other hand, in view of. the com- 
plexity and. gravity of the issues, it seems unrealistic to anticipate 
sudden or startling changes, or to believe that such matters as new 
legislation or the development of new debt forms can do much more 
_ than indicate the general direction in which events will move. - 
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PRINCIPLES OF BANKING REFORM 


By Harotp L. REED 
Cornell University 


It is agreed by all competent observers that unusually complex prob- 
lems will demand the attention of our banking authorities in the not- 
too-distant future. The question therefore arises whether even the most 
skillful administration can cope with such problems successfully under 
the limitations set by our antiquated and unreformed banking system. 
The purpose of this paper is to indicate the nature of existing defects 
in the banking structure and to offer a few suggestions for improve- 
ment. i 

What the Board of Governors of the Federal Reserve System 
thought of our banking structure even before the recent war is compre- 
hensively stated in the Board’s annual report for the year 1938. This 
report bristles with such derogatory expressions as the “piecemeal” 
character of the development of the “mechanism of supervision”; the 
“crazy quilt of conflicting powers and jurisdictions”; “overlapping 
authorities”; “gaps in authority”; “diffusions of supervisory responsi- 
bility.” But condemnations of this sort have not been any monopoly of 
the federal agencies. Thus, in the Report of the New York Banking 
Board for 1936, concern is expressed over the possibility that the fed- 
eral authorities might define trade areas differently for purposes of 
extracity branch banking than they were so defined in the Stephens Act 
of that state. After pointing out the strenuous effort that had been made 
to secure the “greatest possible degree of co-operation with federal 
supervisory authorities,’ the New York Board continued as follows: 
“It has been disturbed by certain instances which have come to its 
attention indicating a lack of co-ordination among the various federal 
supervisory agencies and between such agencies and the supervisors of 
... States,” 

There is plenty of evidence to the effect that it was not easy for the 
rival authorities to realize even such progress as has been achieved in 
devising harmonious courses of action. But, it is more worrisome still 
that the regulatory authorities themselves have been unwilling to pre- 
dict that this co-operation can be gudranteed to endure. Thus, in its 
Annual Report for 1938,? the Board of Governors argued that the in- 
terpretation of the recently achieved voluntary agreement regarding 
uniform policies of bank examination between the Comptroller of the 
Currency, the Federal Deposit Insurance Corporation, and the Board 

*See Annual Report of the Superintendent of Banks of the State of New York for 
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. of Governors, ‘ ‘may vary Ton time to time in PEE with the i 
points -of view of those responsible for the policies of the three'agen- W% 
cies.” Nor was it so long ago that the Federal Deposit Insurance Cor- 
poration entered the lists against the Board of Governors of the Reserve 

` System as the champion of the exchange-charging, and, therefore, non- 
member banks, on the issue of whether the absorption of an exchange 
charge by a balance-holding city correspondent constitutes an indirect 
payment of interest on a demand deposit.” 

_ All this is part of the official record and must be shocking indeed to 
those who believed with Superintendent Broderick of New York in 
1934 that* “such disparity as still exists in banking practices due to. `~ 
differences in laws ‘Will tend to disappear as the national program is 
carried out and ‘all banks having deposit insurance become members of . 
the Federal Reserve System.” 

' For a variety of reasons economists ought to be more neid than 
they have been with the problems of bank organization and control, At 
the present ‘time the fashion is to interpret changes in the national - 
income in terms of the ratio that has prevailed between savings and 
investment. Certainly, in realistic studies of this problem, adequate 
attention should be given to any failure to tailor the powers of our 
thrift-gathering institutions to investment outlets in particular localities. X 
Not nearly enough thought has been given to the proper integration of 
our auxiliary credit institutions; i.e., those which for the most part 
merely distribute deposit currency which the commercial banks initially 
bring into being. . 

It would not be expected that the Board of Governors would go 
deeply -into the question of the relationships of commercial banks to 
other types of financial institutions. This would be to pass beyond the 
field of the Board’s principal responsibility. But one broad issue the 4 
Board did inject into the discussion: the question whether examination, 
procedure applicable to individual banks meshes properly with the gen- 
-eral credit operations of the Federal Reserve banks. Examiners deal 
with local situations on~the basis of precedents established over the 
long period of time and the Board argued that the combined influence 
of examiners’ opinions during critical periods may not be at all in con- 
` fortnity with national credit policies. This is a matter we heard a lot ` 
about in 1933 and may hear much more of again; and it may perhaps be ` 


* The position of the Board of Governors on this matter was made known to Senator 
Wagner on January 24, 1944. See Federal Reserve Bulletin, February, 1944, pp. 126-131. 

*See Annual Report of the Superintendent of Banks for the State of New York for the 
Year 1934,`p. 8. The act of Congress of June 20, 1939, repealed the provision of the \ 
Federal Reserve Act which would have required state banks with average deposits of à 
$1,000,000 or more to be members of the Federal Reserve System in order to have their \ 
-deposits insured, 
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regarded as the basic complaint of the Board; and the conclusions of 
this paper are predicated on the assumption that this complaint is 
legitimate. : 

The Board of Governors did not by any means, however, exhaust the 
subject of the inadequate adaptability of our existing banking structure 
to the requirements of general credit policy and there are many respects 
in which economists would want to supplement ‘it. Take, for instance, _ 
the problem of the effects of the Treasury’s drawing in funds from 
particular parties at given times by, say, taxes and thereby diminishing 
the reserve balances of certain member banks; and then, later, to dis- 
burse these funds to those who may keep their deposits more largely in 
nonmember banks. There is a wide dissimilarity between the reserve 
requirements of some states applicable to deposits of nonmember 
banks and those which Federal Reserve member banks must meet. Not 
only do percentage requirements vary but some states include securi- 
ties and cash in vault in legal reserve funds and it is customary to per- 

. mit varying amounts of deposits with city correspondents to be counted 
as.reserves. When this latter procedure is permitted the pyramiding of 
reserve credit into the vast overstructure of deposits held by the public 
may proceed to a much greater degree than if all banks were members 
of the Federal Reserve System. In the case of Iowa, for instance, a 
deposit credit at a member bank may comprise 85 per cent of the re- 
quired reserve against demand deposits of a commercial nonmember 
bank. Shifting of deposits back and forth among the 6,400 nonmember 
insured commercial banks and the 6,900 member banks, affecting as it 
does the reserves required of particular classes of banks, may thus exert 
profound effects upon credit conditions. Such differences in reserve re- 
quirements complicate the task of the reserve administration, not only 
in estimating the needs of the country for more or less reserve credit, 
but also of avoiding, through their operations, effects that are not de- 
sired. I wonder if one of the reasons why it is now so fashionable to 
disparage the importance of monetary factors in business cycle theory 
is not the general clumsiness of the system with which our general credit 
authorities have to deal. Uniformity of reserve requirements against 
similar types of deposits would seem to be desirable. 

Why has it proved impossible to effect any substantial moderniza- 
tion of our banking structure? In answer to this question anyone can 
recite a plenitude of doleful facts. But the basic answer is that there 
always appears’ to be a good reason, when a new credit agency is cre- 
ated, for giving it some of the powers of an existing agency without re- 
lieving the older agency of responsibility for the exercise of these same 
powers. Then, again, it seems not to be politic for any authority to 
make suggestions for reform which would trespass upon the preroga- 
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tives of other authorities. The Board of Governors’ indictment of 19395 


is thus.to be regarded merely as a bill of complaint. It is part of the 
. Board’s apology for its inability to employ credit powers more effec- 
tively to help stabilize the economy. One cannot even be certain that the 


Board would welcome that concentration of authority which would 


make its responsibility cléarer. On the part of the bankers, themselves, 
no one would seriously contend; I suppose, that the American Bankers 

Association is so constituted that it can-dct daringly in the direction 

of advocating a redefinition of the powers of some types of banks in 

favor of other types, or of proposing limitations on the powers of any 
of the supervisory agencies with which the bankers deal. 

' If any thoroughgoing reform plan is to receive serious attention 


from the lawmakers, initiative will have to be taken by economists or 


. ‘by some other nonbanking group. 

This is my apology for offering a few brat suggestions of my own, 
primarily for the purpose of stimulating discussion, and without con- 
fidence that all opinions can be sustained before the experts. But we 


3 


have had enough of compromise and concession in the discussion of” 


principles and the burden of doubt would seem to be against the zealous 
resnecters of unplanned development. I am firmly convinced, moreover, 
that failure to systematize the banking structure will encourage a far 
more: complete regulation by the state of the affairs of all business than 
- , we have yet experienced. Monetary planning operates primarily through 
general forces and, if successful, lessens the iad for the application 
of specific controls to particular enterprises.® 

Proposals: which follow ignore the-question of relationships-of the 
commercial banking system to the Treasury. As demonstrated by the 
preceding speaker this. problem alone would require the time allotted 
for an entire paper. 

My initial proposal is not novel in any sense. It has been made many 
times. It is merely that all demand deposit banks be required to belong 
- to“the Federal Reserve System, and that also the law should be clear 

that ‘other types of banking institutions shall not be members of the 
. Reserve System.’ It is the demand déposit banks that manufacture the 
country’s principal exchange média, a part of which other institutions 
distribute in their loan and investment operations. While it is not true 
that time deposits are never originated through loans and investments, 


‘> Covering operations for the year 1938. f = 

- Cf. Harold L. Reed, “Federal Reserve Policy and Economic Planning,” American 
Economic Review, March’ Sup., 1933, pp. 108-118. 

‘The nearest the Federal Reserve Act comes_to confining membership in the Reserve 
System to commercial banks is the provision of section 9 that, in acting upon applications 

` for membership, thesBoard of Governors shall consider whether or not the corporate powers 

are consistent with the purposes of the act. ; 
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it is generally agreed that it is to the demand deposit banks that we 
must look if we wish to explain the main fluctuations in the outstand- 
ing volume of bank credit. Since this is so it would seem to follow that 
the reserve authorities cannot adequately discharge their responsi- 
bilities if they do not have supreme supervisory, as well as operational, 
connections with the demand deposit banks. 

Two means of bringing all the demand deposit banks into the Re- 
serve System have been suggested. In the first place, Federal Reserve ' 
membership might be made a mandate of Congress under the general 
authority of the legislative branch to regulate the country’s currency. 
Secondly, law might provide, in the manner of the original conception, 
that the only commercial banks whose deposits may be insured by the 
FDIC must be members of the Federal Reserve System. 

The requirement that all insured banks must be members of the 
Reserve System might not be adequate to accomplish the purpose in 
hand. I, therefore, favor the employment of both of the above measures. 
It certainly is a matter of concern that at the present time there are 
almost as many insured nonmember banks classified by the Board of 
Governors as “commercial” as there are member banks. 

The problem of distinguishing between commercial and noncommer- 
cial banks presents certain technical difficulties and it will be argued 
later that it would be impracticable to deny demand deposit banks the 
right to deal in time deposits. It will be necessary, therefore, to set up 
some arbitrary test in distinguishing between commercial and non- 
commercial banks, such as the fixing of the percentage of the bank’s 
total deposits—say, at 30 per cent—that must be of the demand charac- 
ter. Further reliance upon the discretion of authority might be neces- 
sary in cases like some trust companies whose nondeposit operations 
reach large proportions. 

If we assume, however, that the technical difficulties of distinguish- 
ing between commercial and noncommercial banks can be surmounted 
with sufficient precision for legislative purposes the next problem would 
be that of the proper method of examination and supervision of the 
commercial banking system. Guiding principles, in my opinion, should 
be the following: (1) the overlapping authorities and powers of federal 
agencies should be minimized by statutory law; and (2) any such leg- 
islation should concentrate supervisory authority in the system that is 
charged with the principal responsibility for the determination of gen- 
eral credit policy; and (3) every feasible administrative device should 
be employed to co-ordinate the supervisory activities of state and fed- 
eral agencies. 

In discussions of the problem of reducing the area of overlapping 
supervisory powers possessed by federal agencies, opinions have dif- 
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fered as to whether it would be wise to increase the authority of the: 


Federal Reserve System, that ‘of the Comptroller of the Currency, or 
of the Federal Deposit Insurance Corporation. To me it does not seem 
logical to provide that unification should proceed by giving the insur- 
ance authority the general credit responsibilities of our central banking 
' system. Equally indefensible would it seem to be to try to develop the 


federal chartering system, the national banking system, into an agency ` 


for the determination of general credit policies. There would thus seem 
‘to be no alternative, if we sincerely want unification and moderniza- 
tion, to concentrating supervisory power over demand deposit banks in 
‘the Federal Reserve System. In undertaking such a course, however, we 
should not lose the benefits of the national-banking system’s most 
important asset, its developed’ examination facilities. It is thus here 
urged that: 

1. There be legislation to have the office of the Comptroller of the 
Currency absorbed into the Federal Reserve System and that the fed- 
eral reserve examination system be reorganized in a way appropriate 
to this fact. 

2. Congress provide that, as soon as any state government under- 
takes to promise reasonably similar state charters to national banks 
operating in its territory, the federal government shall cease therein to 
hold the charters of banks of demand deposits. Eventually, it would be 
hoped, the national banking system could be liquidated. 

3.. Law should also provide that the certification of demand deposit 
‘banks for insurance’status in the FDIC is a responsibility of the Board 
of Governors of the Federal Reserve System and that the FDIC should 

` be relieved of all supervisory authority over the country’s commercial 
banks, Under this arrangement any losses to the FDIC resulting from 
the certification of commercial banks that fail would be regarded, of 
course, as a responsibility of the Federal Reserve System. If the tech- 
nical objections to this arrangement are deemed valid it at least could 
be: provided that an insurance department be set up in the reserve 
system. But this is advocated only as a last resort. 

The general objective is thus to provide for compulsory membership 
in a reserve system composed solely of state-chartered commercial bank 
members. 

The proposal to have the Federal Reserve System absorb the office 
of the Comptroller of the Currency is an old suggestion and is made 
for several reasons. In the course of its honorable career the office of 
comptroller has developed prestige; and precedent, as well as statutory 
provisions, supports its standing’ before courts of law. It has assembled, 
moreover, a superb staff of bank examiners. The most spirited attack 
. on the proposal to merge this office into the reserve banking system was 
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- made by Comptroller Dawes in 19238 At that time, however, there 


was little duplication of supervisory authority, at least in comparison 
with recent standards of confusion, and the Federal Reserve System 
was young and relatively untested. Experience, moreover, had not then 
indicated so clearly the intimate connection between supervision and 
credit management. : 

The abandonment of federal chartering implies that such uniformity 
in commercial banking proeedures as is henceforth to be regarded as 
essential would have to be obtained under the authority of a revised 
section of the statute having to do with membership requirements in 
the Federal Reserve System. Presumably, under the general power of 
Congress to regulate the nation’s currency, membership requirements 
could be made as specific and detailed as necessary for the purpose of 
keeping sound those institutions which provide the country with its 
principal medium of exchange. In matters, however, that are primarily 
procedural in character, or which embody merely local ideas of equity 
and do not affect the solvency or adaptability of commercial bank 
operations to national credit policies, such, for instance, as methods 
of exacting interest on loans, it would not seem to be a primary con- 
cern to the reserve authorities what state law provides. 

For those who think it is a reckless proposal to advocate the eventual 
abolition of the national chartering of commercial banks, all of which 
must be members of the reserve system, I would point out: (1) if the 
Federal Reserve System had existed in 1863 we probably would never 
have heard of the national banking system; (2) the national govern- 
ment, simply as a matter of diplomacy, must make some concession to 
state governments if no state commercial bank is to be allowed to 
exist without meeting the eligibility requirements of the Federal Re- 
serve System; and (3) even now there are over 1,800 state-chartered 
members of the Federal Reserve System with deposits amounting to 
more than a half those of national banks. 

The rival suggestion to try to achieve unification in our commercial 
banking system by requiring the federal chartering of all commercial 
banks goes too far to be practicable and its frequent reiteration has re~ 
tarded prospects of modernizing the system. 

It is true that what is here advocated would leave commercial banks 
subject in some degree, at least, to dual supervisinn. There is no way 
by which a state government can be prevented from examining banks 
it itself has chartered. But the danger that sometime in the future the 
FDIC may develop into a supervisory system rivaling the Federal Re- 
serve System, at least, would be averted. With the abandonment of 
the national banking system, moreover, we would no longer have to 


€ See the Report of the Comptroller of the Currency for 1923, pp. 17-24. 
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witness the spectacle wherein more liberal powers are sometimes con- 
veyed to state bank members of the reserve system, in such matters as 
mortgage loans,” than are granted to national banks in the same terri- 
tory. The FDIC, moreover, as it will appear later, would still continue 
as an insurance system for commercial barks, and‘even as a super- 
visory agency for certain noncommercial institutions. 

There is current in discussions of banking reform another proposal 
that, so far as demand deposits are concerned, would remove any 
necessity of continuing the FDIC as a supervisory agency for com- 
mercial banks. This is the scheme to require banks to maintain 100 per 
cent reserves against all their demand deposits. But while this plan 
embodies a logical philosophy and offers the incidental advantage of . 
making the insurance of demand deposits unnecessary, I think it would 
be a mistake at the present time to freeze reserve ratios at any particu- 
lar level, even though that level be 100 per cent. As indicated above, 
future credit problems will require the most expert administrative 
treatment and I doubt if the time is ripe to have the Federal Reserve 
banks give up any of their existing weapons. The power to change 
reserve ratios may be needed in the future because this weapon pos- 

` sesses certain properties not inherent in discount and open-market op- 
erations.” . ' 
How to straighten out the relationships of commercial banks to the 
federal supervisory agencies constitutes, however, only a small part 
of the problem of reforming the banking structure. A very important 
aspect of the problem and one that too often is neglected is that of the 
proper integration of commercial banks with those other institutions 
which mobilize thrift and whose advances should be especially adjusted 
to the necessities of the local community.™ Aspects of this problem 
that are of special importance are the following: (1) the extent to 
- which the small saver should be serviced by time deposit departments 
of commercial banks instead of by’ specialized thrift institutions like the 
mutual savings banks; (2) whether these specialized thrift institutions 
should be organized as independent corporations under separate sec- 
tions of the banking law of the state instead of as departments of a 
general savings institution; and (3) if departmentalization, instead 
of separate corporate existence, is to be preferred, the proper means 
to bring about a change in the existing situation. 

°In New York State, for instance, state member banks may loan an amount equal to 
66%% of the appraised value of the property that is mortgaged. National banks may not 
loan an amount in excess of 60 per cent of the appraised value of the property. 

"It may take a long time, for instance, for Federal Reserve open-market operations 
conducted in the country’s money. market centers to affect the reserves of interior banks. 

* Savings that otherwise would find an investment outlet may remain as inactive hoards 


if there is no local use for the funds and if their external employment is prohibited by 
market frictions, ignorance of outside conditions, and other such factors. 
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If all localities were large enough to support a fully equipped set of 
thrift-gathering institutions it might be feasible to consider plans to 
effect a complete separation between commercial and noncommercial 
banking. But in the smaller communities particularly, the necessities 
of realizing economies in overhead expenses, of conveniencing bank 
customers, and of encouraging a reasonable degree of competition seem 
to make it necessary to permit commercial banks to continue time 
deposit departments. . 

Since it thus seems impracticable to effect a complete separation 
between commercial and noncommercial banking it is pertinent to ask 
if the time is not ripe to revive the old proposal to require the segrega- 
tion of assets, as between demand deposit and time deposit depart- 
ments of commercial banks. This proposal, of which little has been 
heard since the creation of the present system of federal deposit 
insurance, is here put forward, not only for the classical reason that 
it would lead banks to adjust their earning assets more scientifically 
to the character of their deposits, but, also, for a special reason that 
arises out of the position accepted in this paper of how best to mini- 
mize the degree of overlapping authority possessed by the different 
supervisory agencies. Under the plan of segregating assets, arrange- 
ments would tend to be facilitated between Federal Reserve and 
state examination authorities whereby the federal agency could give 
especial attention to the commercial department and the state authority 
to the savings department of a commercial bank. In this way, the 
evils of overlapping supervisory authority in the commercial banking 
field might be greatly minimized. 

But even though commercial banks retain, as they will, their time 
deposit departments, special state-authorized institutions will con- 
tinue to flourish in the field of thrift gathering, and I do not regret 
this is so. The theoretical basis for this deference to specialized savings 
institutions is the preference for a banking system that, so far as-is 
possible, meets the requirements of borrowers by methods that utilize 
already existing credit before new credit is originated. When a saver 
transfers funds from the demand to the time deposit department of 
a commercial bank, he does not directly increase the lending power of 
the bank as a whole. What happens from this transfer is merely that 
the character of the bank’s liabilities has been changed. Any resulting 
increase in the bank’s loans or investments will have to be the conse- 
quence of the reduction in the bank’s reserve requirements. But the 
amount of reserves that are thus released depends on the arbitrary 
fixation of reserve requirements for the two classes of deposits; and, 
furthermore, when a bank makes use of its freed reserves it manufac- 
tures new deposit credit. 
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A transfer? of a demana deposit i in a commercial bank to a savings 
deposit in a thrift institution on the other hand, either diréctly or via 
transactions in common currency, has different consequencés. What 
then results is in most cases that the savings bank becomes the de- 
positor in some commercial bank, The savings bank is thus put in a 
position to swap its demand deposit to a borrower. No new bank credit 
is created by this type of a transaction.” 

On general a priori grounds it seems preferable that the existing mass 

- of bank credit be employed before new credit is manufactured. Slug- 
gishly used credit does not thereby come into existence which at some 
later date may burst forth with inflationary consequences. Restricting 
the volume of credit closely to current needs increases, furthermore, 
the contact between the central banking system and the member 
institutions and makes the latter more dependent on the policies of the 

`- former. Back in 1928 all this was discussed under the heading of the 
difficulties of curbing the stock market use of credit which initially re- 
sulted from the operations of the Reserve banks themselves. In the 
future this same problem may manifest itself in different guise. But, no 
matter what its special manifestations, the essential nature of the 
problem will be the same. 

But there are other reasons for welcoming the existence of specialized 
thrift institutions. In the first place, their. procedures may be especially 
adapted to the encouragement of particular classes of savers. Herein, 

~ I think few will deny the unique advantages to some savers possessed 

by the installment share of savings and loan associations, as against 
sitnple time-deposit passbook accounts, which do not require con- 
tinued payments at seried intervals. Secondly, the type of authorized 
loans may be especially adapted to the investment needs of the locality 
or the general territory wherein the bank is situated. Thirdly, these 
institutions are operated and managed by those whose minds are not 
absorbed in the quite different problems of commercial banking. 
But reasons for dissatisfaction with the existing structure of state- 
created, thrift-mobilizing institutions are also numerous and varied. For 
one matter, too many types of institutions provide essentially the same 
service so that unnecessary overhead expense is imposed upon the bor- 
rower and so that it is often impossible to secure as able executive talent 
. as ‘otherwise would be available. Then, again, each of various institu- 


* This point might be applied to the problem of the fixation of relative reserve require- 
ments for demand and time deposits ef commercial banks. Differences might be determined 
on the basis of trying to get the same effects on the loan volume as, from a transfer of a 
demand deposit to a savings accoufit in a specialized thrift-gathering institution. In this 


-way the effects of thrift could be more easily analyzed and “predicted and, moreover, it . 


would no longer have to be admitted that differencés in reserve requirements have been 
, determined in a.purely arbitrary manner. 
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tions constantly approaches the state legislature with demands for 
special privileges as agåinst institutions organized under other sections 
of the banking law. In this way the problem of legislation and super- 
vision is complicated by.-institutional jealousies and rivalries. Finally, 
each type of institution insistently demands protection against other 
institutions which have invaded its especial domain. An illustration, 
herein, would be the industrial banks of New York which finally got 
the right to accept demand deposits and which incidentally may be 
members of the Federal Reserve System. While all this may be right 
and proper, it has always seemed to me that, if the state desires more 
commercial banks, it should see that they are created by direct proc- 
esses instead of by listening to the argument that equity requires 
other types of institutions to be protected against commercial bank 
competition. 

The existing system, moreover, is replete with inconsistencies and im- 
partialities in the treatment of particular types of institutions. Why 
New York savings and loan associations, for instance, should be per- 
mitted to pay a higher rate on savings shares than mutual savings banks 
are permitted to pay on savings accounts is a matter that has often been 
explained to me but without leaving any enduring understanding. 
Finally, and probably of more interest to economists, is the fact 
that the different institutions do not constitute a system as a whole 
that tailors as well as it should the flow of savings to the needs of 
borrowers in the community wherein the savings arise. 

Time does not permit comprehensive consideration of the means 
of implementing needed reforms in the structure of state-sponsored, 
thrift-mobilization institutions. For those, however, who sometime may 
have the assignment of making recommendations to state legislatures 
on this question I would suggest that consideration be given to the 
encouragement of mergers among the varied types of thrift institutions 
so that, thereafter, they would operate as separate departments of a. 
consolidated organization, each with its assets segregated, instead of 
as individual corporate entities. If such department stores of thrift 
could once blossom, plans of banking integration could then be pro- 
mulgated without encountering as much opposition from special inter- 
ests as now would originate from the necessity that each type of insti- 
tution be protected against other types. 

Efforts to systematize the organization of.noncommercial banks will 
be complicated by the fact that there will be forty-eight state legisla- 
tures with which to deal. But it should be remembered that a compre- 
hensive reform plan adopted by a single state would tend to be studied 
carefully in other states. Without being oppressive, moreover, the 
activities of the federal insurance agencies might be so directed as to 
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lend encouragement to the wise integration of local banking institutions. 

Tn conclusion it may be reiterated that what is here advocated would 
tend to unify credit and supervisory authority over commercial banks 
in the country’s central banking system; would preserve the office of 
Comptroller of the Currency; would maintain a position of reasonable 
influence for the FDIC;* and would respect state authority to the 
fullest extent compatible with the necessities of structural suepice 
tion of our commercial banking system. 

Although it now seems impossible ever to lessen the authority of an 
existing credit agency, or the powers of particular classes of banks, 
future economic necessities may well be such as to create an over- 
whelming demand for genuine reform. Economists should at least be 
‘prepared for such an eventuality. 

3 The FDIC and the Federal Savings and Loan Insurance Corporation would continue 
as supervisory agencies for those state-created institutions that desire broader insurance 
coverage than could be provided by a state insurance system. Perhaps the appropriate 


time to combine the FDIC and the FSLIC would be after significant progress has been 
achieved in merging state thrift institutions, 


' 
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DISCUSSION 


Howarp H. Preston: It is a pleasure to discuss Dr. Abbott’s paper for 
three reasons: First, I find myself in general agreement with the fundamental 
features of his analysis. Second, he has tentatively proposed certain courses 
of action-without insisting that they offer a final answer. This opens up topics 
for comment without being controversial, Third, and by no means least, the 
paper reached my desk exactly thirty days before I entrained for this meet- . 
ing. I desire to put this in the record as an example to all other participants 
on programs of the annual meeting. Unfortunately, it deprives me of any 
valid right to use the well-worn excuse of discussion leaders that they have 
not had an opportunity to fully digest the major paper. 

Before analyzing some of the points where we may disagree, I want to point 
out and emphasize certain major features of the paper that deserve special 
commendation, 

Dr. Abbott has directed his attention to the broader aspects of public debt 
management rather than solely to commercial bank government security 
portfolio management. He has properly stated that debt management for 
banks cannot be treated independently of other nonbank security holdings. 
He indicates the importance of debt management and has cited a number 
of questions which need to be carefully considered in formulating policy. 
He urges that the interest charges should be held down and that the debt 
should be managed in such a way as to prevent it from becoming a factor of 
instability in our economy. He calls attention to the fact that a public debt 
may serve some beneficial public advantages. For instance, it may become 
a medium for the accumulation of savings. He does not give as much time 
as we might wish to the general objectives of debt management, but un- 
doubtedly found that the limitations of time and space required him to stick 
rather closely to the narrower aspects of the subject. 

As a representative of the Pacific Coast I desire to point out some respects 
in which our situation does not follow the national pattern, In the first 
place, our commercial banks are not as “commercial” as those of New Eng- 
land and the Middle Atlantic States. You may not be aware that the Bank 
of America has over two billion savings and time deposits. This is more than 
three times as much as the largest mutual savings bank in New York. The 
same condition exists in the Security-First National of Los Angeles, largest 
bank in Southern California. Oregon too has few exclusively savings banks. 
Washington, on the other hand, practices mutual savings banks and boasts 
the largest savings bank west of Cleveland. Hence the larger Seattle banks 
are more commercial than those of other Coast cities. The condition which 
prevails in Coast banks is found also in most Midwestern, Western, and 
Southern states. f 

While it is not inappropriate for banks of this type to hold a higher propor- 
tion of government bonds to total assets than the more definitely commercial 
banks, this is not the case. 

According’ to the figures presented by Dr. Abbott, government securities 
made up 55 per cent of the assets of all national banks on June 29, 1946, 
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In Seattle on June 29 the banks, including savings banks, held just slightly . 


more than 50 per cent in United States securities. Our largest national bank 
reported 242 million of government securities at the year’s end (December 
31, 1946) out of total, assets of 656 million; i.e., 39 per cent. Significantly, 
the total of United States securities was down 129 million for the year. De- 
posits were off 55 million; loans and discounts were up’ almost 50 million; 
the remaining 25 million decline in government securities was offset prin- 
cipally by increases in state and municipal bonds and cash. It is not safe 
to generalize. from the statistics of one institution, but the figures of all 
` Seattle banks point to a substantial reduction of demand deposits, due to 
withdrawals from war loan account, to a more than equivalent reduction of 
holdings of government bonds and to an increase in loans and discounts. 
These trends-are wholesome. I am fully aware that deposit reduction was 
due to cutting the war loan account. That it resulted in a cut in bank- 
held federal securities is all to the good. 

My own points of difference with Dr. Abbott’s paper are, first, that I 
do not consider that the Board is quite so helpless as he has indicated. He 
` does not take specific account of the things that have already been done and 
the power which the Federal Reserve System has still at hand, unused. In 
my opinion, he has overemphasized the power of the Treasury to control 
. the money market. For his position with respect to the lack of authority by 
_ the System, he has the support of the Board of Governors in its last annual 

report, which states in substance that the Board is not master in its own 
house. On the other hand, in a recent address before the New Jersey Bankers 
Association, Mr. Allen Sproul urged that the Federal Reserve authorities 
concentrate upon doing what can be done with its present powers in co- 
operation with the Treasury. He reminds us that in recent months three 
things have been done: the elimination of the preferential discount rate, the 
increase in the buying rates for acceptances, and the retirement of govern- 
ment debt of the Treasury balances. These he refers to as a modest program, 

` but, some genuine gains have been achieved in stiffening somewhat the short- 
term money rates and in Cutting down the total volume of bank-held govern- 

. ment bonds. With this has gone a fairly substantial reduction in the total 
demand deposits of ‘the member banks. There is still some opportunity’ to 
raise reserve requirements in New York and Chicago, and the Board can do 
something toward credit control through the open market. Admittedly, here 
the initiative lies more definitely with the member banks and this appears 
to be the basis for the claim on the part of the Federal Reserve authorities 
that added powers are needed. 

_ We turn now to the proposals which Dr. Abbott has tentatively made and 

referred to as “devices.” The first of these is to limit the Treasury’s power 
to determine the maturity pattern of the public debt. In proposing this Ke 
has especially in mind restricting the percentage of short-term securities 


which may be issued. He has stated that he anticipates objection to this: 


suggestion and I shall not disappoint him. My objections are that, in the 
first place, his thesis that the Treasury can determine rates, terms, and 
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conditions overemphasizes the power of the Treasury with respect to con- 
trol of the money market. Actually, the Treasury must meet the market. 
Its officials must be alert to discover whether there is a market for long-term . 
securities outside the banks and to tap that source, If they cannot find any 
such demand in existence, it will be necessary to turn to the banks for 
short-term offerings. In my opinion it would be unwise to tie the Treasury’s 
hands by legislation, by requiring a fixed maturity distribution of the debt. 
Management should be flexible to meet changing economic conditions. It 
does not seem practicable to put into the hands of Congress the day-to-day 
administration of the debt. 

His second proposed “device” is to amend the Revenue Act to provide 
small tax incentives for the purchasers of federal obligations. His suggestion 
takes two forme, first, to exempt, to the Individual taxpayer, interest on 
federal securities up to say $200 per annum. The purpose of this is to tap 
funds now invested in municipal bonds. The second tax incentive which 
might be used, according to Dr. Abbott, is to exempt a portion of the in- 
dividual’s current income from taxation, provided this portion were invested 
in special very low-rate government bonds. It will be noted that the first 
of these does not suggest issuance of bonds which are themselves tax exempt, 
but is simply a deduction from income. At the present time, interest on 
certain bonds issued prior to March, 1941, carry limited exemption pro- 
visions without affecting materially their sale. Nevertheless, his proposal 
amounts indirectly to tax exemption on government securities and, in my 
opinion, is a step in the wrong direction. We should press for abolition of ex- 
emption on existing securities rather than to add to the list. 

With respect to the other type of tax incentive—the proposal to exempt 
a modest portion of an individual’s income from taxation if invested in 
government securities bearing a nominal rate of interest—the proposal is 
rather too indefinite to criticize specifically. If I understand him correctly, 
it would amount to granting a deferment of income tax and might be quite 
advantageous to a large taxpayer. While he recognizes the regressive feature 
of this proposed program, he has not given this aspect as great weight as 
I feel it deserves in making the suggestion. 

His third “device” is to permit the investment of a portion of the legal 
reserves of member banks in special very low-rate government securities. 
This is not to be confused with the Board’s proposal to invest a designated 
portion of the member banks’ secondary reserve in government bonds and 
is not accompanied by a suggestion of increasing reserve requirements. Since 
no interest is now earned on legal reserves, there seems to me no reason to 
pay any interest, even of 34 of 1 per cent, on bonds which are to be part 
of the bank’s required reserve. This is especially true since they must neces- 
sarily be convertible into cash reserve on demand. Presumably this small 
interest rate is provided as an incentive to “induce” banks to buy these 
government bonds and hold them. Under present conditions, bank earnings 
do not need to be bolstered by paying interest on legal reserve. Unless 
coupled with an amendment to permit increase of present reserve require- 
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ments, this proposal does not commend ‘itself to me, Dr. Abbott, himself, 
raises two objections to it which indicate he has practically convinced himself 
of its undesirability. His objections are (1) it would result in further con- 
centration of the debt in the hands of the banks; (2) it would result in in- 
flationary pressure from refunding nonbank-held securities into this class 
of bonds. 


Witiiam R. Warre: Professor Reed has made six recommendations for 
correcting what he regards as basic faults in our banking system: 

First, he would apply deposit reserve requirements of the Board of Gov- 
ernors to all banks engaged in the business of accepting demand deposits. 
He would accomplish this by requiring all such banks to join the Federal 
Reserve System. Second, he would place in the Board of Governors author- 
ity to examine and supervise all demand deposit~banks. Third, he would 
have the Federal Reserve System absorb the office of the Comptroller of 
the Currency. Fourth, he would deprive the Federal Deposit Insurance 
Corporation of all examination and supervisory authority over commercial 
banks. Fifth, he would vest all power to charter -banks in the respective 
states. Sixth, he would leave with the respective states authority to charter 
savings institutions and examine and supervise génerally the function of 
accepting savings deposits. 

Suppose we begin by examining Polea Reed’s paper from the view- 
point of the advocates of strongly centralized control over banking. Most 
such advocates will approve his thesis that unification should be effected 
through the, Federal Reserve System, but many of them will reject other 
features of his plan. Some will go so far as to agree that the Board of 
Governors should have authority to supervise as well as fix reserves for 
all commercial banks, including those operating under national charters, 
but many of them will regard as impractical and unwise the suggestion that 
the power to charter commercial banks be vested solely in the states. They 
will view it as impractical because it would require, perhaps against the 
wishes- of stockholders, the conversion of all national banks from national 
to state charters; impractical also because of the probable impossibility of ob- 
taining enactment in all the states of uniform laws governing the issuance 


`of charters; unwise because as long as the states have power to issue charters, 


and enact laws respecting banks they remain.in a position to hamper or 
perhaps nullify the policies of the Board of Governors. For these reasons 
most of the advocates of more complete unification of banking will feel that 
Dr. Reed’s plan fails to go far enough. They will say that in dealing with 
these problems there has already been too much compromise with the states, 
and that the time has come to give the Board of Governors full responsibility 
for the regulation of our commercial banking system. 

Also, in its treatment of savings institutions Professor Reed’s paper will 
disappoint the strict advocates of modernization of banking through uni- 
fication. It is contrary, they will say, to the wishes of the public, as evi- 
denced by the success of the Federal Savings and Loan Association move- 
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ment, the expansion of the Postal Savings System, and the Treasury’s ac- 
complishment in the sale of war and savings bonds. The segregation in all 
banks of commercial and savings departments, with the former subject to 
federal supervision and the latter to state control, will, in their opinion, make 
for even more conflict and confusion than now exists. Finally, they will 
argue that the national government, faced as it is with a tremendous prob- 
lem of debt management, should have more not less control over the reser- 
voirs of savings. i 

Let us now look at Professor Reed’s recommendations from the viewpoint 
of those who are unconvinced that the centralization of authority over our 
banking system would benefit the nation. I include myself in this group. 

Professor Reed crosses the most important bridge on the road to a com- 
pletely centralized banking system when he advocates that all commercial 
banks be required to join the Federal Reserve System. Once this step is taken 
the other changes which he recommends become mere details in the over-all 
plan. The FDIC would cease even under present practice to examine insured 
commercial banks once they became members of the System, and whether 
the Comptroller of the Currency continued to keep his office at the Treasury 
would matter little. With its authority extended over all commercial banks, 
the Federal Reserve System would no longer find it necessary to enlist the 
support and co-ordinate action of other supervisory agencies. It could pre- 
scribe reserves, make regulations, and adopt standards of examination without 
regard to other agencies and without fear that offended banks might withdraw 

„from the System. 

The answer to this basic question presented by Professor Reed, of whether 
all commercial banks should be required to join the Federal Reserve System, 
is not as clear to me as it is to him. To him the report of the Board of Gover- 
nors for the year 1938 was a convincing document. That was the report, you 
may recall, that attempted by the use of a chart to portray a hopeless condi- 
tion of conflict and confusion among the various agencies having supervisory 
power over banks. It is true that differences of opinion and overlapping 
authorities among the various agencies existed then, and still exist in some 
measure. The problem, however, was grossly exaggerated by the Board’s 
report for 1938. In the first place, let us remember that national banks are 
examined only by the office of the Comptroller of the Currency, state member 
banks only by the states and Federal Reserve System, and nonmember banks 
only by the state and the Federal Deposit Insurance Corporation. Many 
years ago uniform standards of examination were agreed upon among the 
states and the federal agencies, and by conducting examinations jointly in 
cascs where banks were subject to more than one agency, duplication of work 
was largely eliminated. On paper it may appear more efficient to vest sole 
examining and supervisory power over all banks in one agency of government, 
but such a step would not necessarily result in wiser or more efficient super- 
vision. On the contrary, I suggest that our present methods and standards 
of supervision, representing as they do the composite views of all federal 
agencies and the various state banking departments, make more practical 
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sense than they would if they represented only the knowledge and experience 
of a single organization. My own view, based on experience in supervision in 
New York and close association for many years with the federal agencies and 
other state banking departments, is that the faults of our present supervisory 
structure do not constitute sound grounds for vesting sole authority over all 
commercial banks in the Federal Reserve System. The overlapping jurisdic- 
tions and the inconvenience resulting therefrom is a small price to pay for 
the safeguards against arbitrary action inherent in the checks and balances 
of our present system. 

Professor Reed’s second reason for advocating compulsory Reserve mem- 
bership is based on what he regards as need for uniformity in reserve re- 
quirements. With great hesitation I venture to touch on this point because 
I know that any discussion of it may draw me into that vast controversial 
problem of credit and monetary control. 

The adoption by Congress in 1933 of an act authorizing the Board of 
Governors to raise or lower reserve requirements within certain limits tended 
to focus attention upon reserve requirements as an instrument of credit con- 
trol. As bank deposits piled up the Board used its new power to reduce the 
volume of investable funds, and at the same time deplored its lack of author- 
ity to enforce the same requirements upon nonmember banks. The state bank 
supervisors, desiring to co-operate with the Board, secured the adoption in a 
number of states of legislation permitting the state bank authority to change 
nonmember reserve requirements from time to time in order to maintain parity 
between requirements applicable to nonmember and member banks. This 
development has become an important factor in-depriving nonmember banks 
of any advantage they might otherwise have over member banks in the matter 
of required reserves. Finally, it is important to bear in mind that nearly 90 
per cent of the deposits of all commercial banks are held by member insti- 
tutions. While nonmember reserves on deposit in correspondent banks, less 
the correspondent’s required reserve, continue to constitute investable funds 
in the banking system, the fact remains that the Board of Governors, even 
under present laws, is able to exert highly effective control over the nation’s 
commercial banks in the matter of reserve requirements. Talk of requiring all 
banks to join the Federal Reserve System to facilitate the development of 
monetary control puts the cart before the horse. We ought first to decide how 
much monetary control we want, and to what extent such controls are to be 
vested in the Board of Governors. Here and there we find wartime measures 
and a few peacetime laws conferring authority upon the Board to take action 
affecting the supply of money and credit, but Congress seems never to have 
decided that we want in this country full-scale monetary management. In 
the future we ought to deal with this question squarely and openly, rather 
than piecemeal and in connection with other subjects which obscure the mean- 
ing and purpose of the parts dealing with monetary matters. Unless we are 
willing to say, as I think most of us are not, that our experience thus far with 
monetary controls has produced satisfactory results, then we had better refrain 
from strengthening the position of the advocates of this doctrine, which we 
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would be doing by forcing all commercial banks to join the Federal Reserve 
System. 


Ray B. WESTERFIELD: Professor Reed is especially fitted to speak on the 
subject of banking reform. Through his service on the New York State Bank- 
ing Board, he knows well the state-chartered and supervised institutions and 
their problems, and the bulk of his writings and research has been concerned 
with credit control on a national level. He is by nature studious and judicious, 
and not given to upsetting pronouncements uttered for vain glory or for love 
of disturbance. His proposals deserve the most sincere consideration. 

To many of them I am quite ready to agree. I favor, for instance, letting 
commercial banks operate savings departments and not requiring that savings 
be handled exclusively in separately chartered specialized institutions. In these 
banks I favor the segregation of the demand deposits and savings deposits 
and the respective assets supporting them. The funds offsetting the demand 
deposits should be loaned and invested only in restricted ways consonant with 
the high liquidity required against such liabilities; but greater liberality might 
well be allowed in lending and investing the funds received from savers and on 
time accounts. The legal provisions and supervisory regulations applicable to 
the loans and investments of savings banks should apply to the savings de- 
partments of the commercial banks; and, likewise, the prescriptions as to 
reserves, maximum interest rates, and withdrawals should be the same in the 
two types of institution. The basic functions of savings institutions are to 
assemble current savings of the people and to invest them in safe ways, and 
if a commercial bank assays to function as a savings institution it should to 
that degree at least conform to the same code as the specialized savings 
institution. 

The wisdom of requiring segregation of the assets and liabilities of the 
savings department was demonstrated in the twenties by the fact that in 
thousands of bank failures the savings depositors received proportionally less 
in the final liquidation of assets than the demand depositors, The reasons for 
this disparity were that the demand depositor is more “frequently a person 
of sufficient contacts or knowledge to withdraw his account prior to failure; 
or he is, at the same time, a depositor and his deposits are offset against his 
own liability to the bank.” Segregation also reduces the facility of shifting 
demand into time accounts, or vice versa, thereby saves confusing the two 
and making regulation difficult. 

In the next place, I agree to the proposal that Lhe specialized savings and 
other financial institutions should be under the state charter, supervision, and 
examination. As Professor Reed says, these institutions are engaged in the 
assembly and investment of funds already existing, for the convenience of 
the people of small means in the local community; they do not create check- 
book money; their influence on price levels and business activity accrues 
through the slow route of saving and investing, which in large degree ignore 
the size of rate of interest received, the reserve ratio required, and other com- 
mon means of credit control. 
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I believe in competition, in the maximum degree of laissez faire which can 
be tolerated, and in the minimum of government interference with financial 
as well as other institutions. I would let these various specialized institutions 
quite freely take on one another’s supposedly unique functions so far as any 
institution desired, but if any function was assumed it would have to be done 
according to uniform pattern set by law and the supervisory authority. The 
only function I would exempt would be the handling of demand deposits and 
their creation. The bickerings between the savings banks, commercial banks, 
and the savings and loan associations mentioned by Professor Reed arise 
largely from the effort of one group to get or preserve a monopoly of certain 
activities. The commercial banks and trust companies have been most ag- 
gressive in invading the provinces of the savings banks and savings and loan 
associations. They, through their size and importance, dominate the super- 
visory authority and influence the legislatures and get what they please. There 
is no equity in such a one-sided supervision and grant of privilege. 

If commercial banks and trust companies, whether state or federal chartered, 
operate savings departments, trust departments, and other departments not 
directly concerned with demand deposit banking, these departments should 
be subject to supervision and examination by state authorities. 

As for the larger picture I do not agree to the proposal to abolish the 
national banks or to settle all commercial bank examinations in the Federal 
Reserve bank. The fundamental reasons activating these proposals are the 
facilitation of credit control and the innate craving for order as against 
confusion and duplication. As for credit control, there is a minimum of success 
in the history of Federal Reserve control of credit, and the grand reasons for 
this chronic and quite universal failure do not subsist in the things which 
Professor Reed would correct by his plan. The trouble has lain not in the 
confusion and duplication cited, not in the fact that the Federal Reserve 
Board lacks power, especially since 1936; that five bodies exercise certain con- 
trols over the banks; that there are forty-nine jurisdictions which co-operate 
none too well; or that the laws with respect to reserves, real estate loans, branch 
banks, and other things are not consistent. The trouble has been, rather, in 
the theory of control underlying the Federal Reserve System, in the theories 
used by the authorities, in the personnel of the Federal Reserve authorities, 
in the capricious and ill-timed application of control devices, in the political 
and Treasury domination of the Federal Reserve Board, and in the contra- 
dictory objectives sought at one and the same time by the Board. 

Having just made a series of mistakes in credit control in 1937-38, precipi- 
tating a crisis which they had been building up by several years of inflationary 
efforts, exhibiting a confusion of mind in insisting on easy money and resisting 
its theoretical consequences, and seeking an alibi for their failure as well as 
something to distract the public till the storm abated, the Board published its 
famous report, Problems of Banking and Bank Supervision. The report dwelt 
at great length oh the competitive disadvantages visited upon national banks 
and the members of the Federal Reserve System by the variety of laws and 
jurisdictions to which they are subject; upon the diffusion of supervisory 
responsibility and the difficulties of effective co-operation among the super- 
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visory bodies; and upon the conflict of credit policies pursued by the Federal 
Reserve authorities and by those in charge of the examination and supervision 
of banks. The purport of the report was to have the public believe that the 
cause of failure of Federal Reserve credit control lay in these three fields. 

You will recall that the Comptroller of the Currency, the Federal Deposit 
Insurance Corporation, and the state supervisory authorities were subjected 
to a tirade of criticism by the Administration during the period 1934-37 for 
insisting upon safety in the banks’ loans and investments. The Administration 
held that this insistence prevented the banks from taking proper chances and 
therefore from facilitating the recovery. One leader charged that the banks 
were “subject to outmoded, unintelligent, and officious examiner criticism.” 
The facts were (1) that the banks, for good and substantial reasons, did not 
care to loan and invest and shifted the onus of refusal to the examining bodies, 
and (2) that the several investigations launched to determine whether bankers 
were on strike found a minimum of evidence for it. The failure of pump 
priming, easy money, and government spending to conquer the depression 
could scarcely be attributed to the examining bodies, but that was what was 
done. 

I favor turning the examination of all commercial banks over, not to the 
Federal Reserve banks, but to the Federal Deposit Insurance Corporation. 
Since 1932 the Federal Reserve authorities, both the reserve banks and the 
Board, have become utterly political in their outlook and activities; their 
conception of their functions is to help the Administration accomplish its 
objectives; they have no independence. Close co-ordination of bank examina- 
tion and loan and investment policies with national monetary and credit policy 
under such conditions is dangerous, The extension of the Federal Reserve 
authority to include a monopoly of bank examinations would make the banks 
utterly dependent upon and with no recourse from the Administration. To 
use the bank examination system as a sort of governor of the business cycle, 
loosening the requirements in times of depression and tightening them in times 
of boom, is not only the most clumsy sort of control device but one that would 
surely make for poor banking. It would soon utterly distort the code of bank 
lending and investing that has been built up through the slow, painful, costly 
process of experience. 

To put the examination of all demand deposit banking under the FDIC 
would assure independence of supervision, adequate and careful examinations 
designed to keep the banks sound and safe. Its financial responsibility for 
deposits of failed banks will assure that sort of conduct. Protection of creditors 
of banks is and should be the chief purpose of bank supervision. There is no 
need to reduce the office of Comptroller uf the Currency and the FDIC to 
the status of department of the Federal Reserve banks, and thereby help to 
justify losses taken on deposit insurance on the ground that they served the 
alleged bigger objective of credit policy. 

Our unit bank system has never been noted for its strength. The failure 
rate has been notorious. The structure of our system remains the same as it 
was during the twenties and thirties when half our banks closed their doors. 
The system has been strengthened somewhat by the insurance of deposits 
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on a nation-wide basis, but it is impossible to know how much till it is really 
tested. This increase of strength has been offset in no small part by the decline 
in the ratio of capital accounts to deposit liabilities. It would seem expedient 
not to weaken FDIC just when our reliance upon it is greatest. 

I do not favor the liquidation of the national banks in favor of the state 
“banks, I regard the former as the bulwark of our banking system, If either 
must be sacrificed I prefer to lose the state banks. But there is no such 
necessity. Both types of banks may and should be kept. No doubt it is im- 
possible to put through legislation abolishing either type of bank. Our dual 


banking system is consonant with the American concept of checks and balances . 


and with the American concept.of state and federal government. These con- 
cepts are fundamental to the preservation of our birthright. In too many ways 
and to too’great degree are the states nowadays being invaded by federal 
authority. I would let them continue to charter banks and to supervise them 
in their nondemand deposit activities. 

On the other hand, all demand deposit banks should be required to be 
members of the Federal Reserve System and also to be members of the Federal 
Deposit Insurance System; and should be made to conform to a single pattern 
as regards reserves, branches, capitalization, loans, and investments. Under 
` this arrangement there will be opportunity for certain jurisdictional conflicts, 
but they can be resolved by co-operation that can soon become traditional and 


have nearly the force and stability of law somewhere on this side of un-’ 


changeable rigidity. 


THE CHANGING CHARACTER OF MONEY 


WHAT RIGHTS SHOULD THE HOLDER OF MONEY HAVE? 


By Kart H. NIEBYL 
Black Mountain College 


The following discussion of the rights of the holder of money is part 
of a discussion which is designed to clarify the changing character of 
money. The paper is therefore not focused on an exhaustive treatment 
of the rights and implied duties of the money holder, but concentrates 
upon some particular aspects of these rights—those, namely, which 
seem to exhibit clearly and perhaps typically the change in the function 
of money that is taking place in the present period of economic develop- 
ment. 

There are any number of points of departure for the purpose of 
establishing the theoretical framework within which we hope to arrive 
at some meaningful answer. We might ask, for instance, who the 
holders of money are. If we add to this question the query, what are 
the holders of money doing with the money, we are facing at once 
the question as to how to appraise the significance of their operations 
and of their position. Neither can we trust implicitly the theoretical 
tools with which we are provided for this purpose by received doctrine. 

If we make, for instance, the conventional distinction between holders 
of money for the purpose of acquiring consumption goods, and those 
who at least ultimately hold the money for investment purposes, we 
find that while our concepts can boast a venerable age, the content to 
which they once referred has long ceased to exist and quite new wine 
is filling the old bottles. In the seventeenth and eighteenth centuries 
and even to some extent in the nineteenth century, the money economy 
did not, e.g., embrace the mass of the common people, i.e., that group 
with the rights of which we were so seriously concerned in the recent 
discussions around the OPA. And the rights of the merchant in the 
eighteenth century were quite diametrically opposed to the rights of 
the accumulating entrepreneur of the early nineteenth century in a 
struggle which found its classical ending—functionally at least if not 
ideologically—in the Bullion Controversy. 

Today the modern money economy does embrace all members of 
society, and the problem of purchasing power has become a major 
subject of discussions on the function of money. And at a time when 
the National Bureau of Economic Research reports that in the period 
from 1921 to 1939 the primary sources of funds for business enter- 
prises are funds retained from operations, short-term borrowings, and 
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only lastly security sales, that bank loans of _ manufacturing and 
trade were unimportant as a source of funds,’ and that the large manu- 
facturing and trade concerns as a group had become the net creditor 


- rather than the debtor of the banking community over the two decades 


studied,* it is perhaps becoming respectable to suggest that the mone- 
tary position of the entrepreneur, so sacrosanct in the nineteenth 
century, has once again undergone a rather fundamental change... 
With money in the form of purchasing power in the hands of the 
` Jarge masses of people and money in the form of funds retained from 
operations as a major source for accumulation in business, we have 
possibly two representative examples of holders of money at -the 
present time. We shall now look for a representative operational situa- 
tion in which it might be possible to study and bring into relief the 
changing character of money. 
A most serious problem to the holder of money is considered to exist 
-in the possible changes of value of the latter. The businessman, it is 


` maintained, cannot calculate intelligently in an atmosphere of uncer- 


-tainty either his production or the volume of funds needed for invest- 
ment. The people as human beings are forced to react to price rises 
'\which dissipate their income in terms of wage movements and then are 
said to accentuate the assumed uncertainty. In the discussions preced- 
-ing the abolishment of the OPA—as in the discussions during the 
recent war—the danger of what Professor Hirsch has called the “in- 
7 flation bugaboo” had been painted black; and in their apologiae pro 
vitae suae all too many of our economists continued happily to talk 
about a free-market economy in which the present prices were sup- 


_“posedly functional dependents of our present-day wages, and in which 


profits were of course identified with the ability to stay in business. 
In the words of the title of our paper: a condition in which one group 
of holders of money, the people, were misusing their “rights” to the 
detriment of ariother group of money holders; namely, business. | 
The operational situation, then, for which we have been looking, 
is ideally represented in the condition usually referred to as “inflation.” 
To quote at random a simple definition of the traditional formulation 
‘of inflation from the Federal Reserve Bulletin: “Inflation occurs when 
the money actively bidding for goods and services increases faster 
- than the ‘available supply.”* May we amplify this assuredly simple 
, definition with the equally assuredly simple proposition by which the 
present situation is characterized. Shorn of its decorative intricacies, 


1 Albert R. Koch, The Financing of ‘Large Corporations, 1920-39 “(National Bureau of 
rao Research, 1943), p. 5 ff. f 


> Ibid, f 
* Federal Reserve Bulletin, April, 1941, p. 291: 
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the present “inflationary” price increases are said to have resulted 
from preceding cost increases, and the public is given the choice be- 
tween considering the workers as profiteers because of the money- 
wage increases received during the last year, and to some extent during 
the war, or as lazy because of a presumed decrease in productivity. 
Js this really what characterizes the present situation? 

History if taken in its concrete events and not merely in semantic 
reflections, is a valuable teacher. Milton Gilbert, in his little study on 
Currency Depreciation and Monetary Policy several years ago, came 
to the same interesting conclusion that undoubtedly many of us 
had come to, that “since the development of modern credit money 
all the major cases of depreciation had occurred in conjunction with 
or as a result of armed conflict. It was war which brought the un- 
balanced budgets, the large credit inflations, the evaporation of gold 
reserves, and finally the suspension of gold payments and consequent 
depreciation.”® 

The usual explanation for the inflation phenomenon-—that it rep- 
resents the dislocation of normal economic behavior patterns “hrough 
war and the absence of an adequate preventative machinery—is too 
easy to withstand critical inquiry. There were indeed organic reasons 
for such monetary disequilibria at such times. The expansion of in- 
dustrial society did not proceed in a planned manner. Far from it, it 
progressed by fits and speculation. And even the successfully expand- 
ing enterprise faced an absentee-proprietor claim which continued to 
require debt-service quite irrespective of the material life of the real 
investments. Thus there was need, dire need, for the periodic disclaimer 
of such eternal demands, and the process of this disclaiming had to 
be such as not to endanger subsequent new capital supply, badly 
needed as long as industrial expansion was proceeding to ever wider 
horizons. Such situation was ideally provided in war and postwar 
periods in which the blame for the event could be squarely placed in 
typically illegitimate fashion upon the wrong father: the famous 
extra-economic forces.® 

Inflation in the good old days was directed at the growing number 
of capital owners. They as the holders of money were the victims of 
an assault which in its wake made the workers and farmers—increas- 
ingly a part of the integrating money economy—suffer severely, too. 
A solution of this danger to their rights as property owners, the 
holders of money capital or capital claims found only in the lofty 
heights of ceteris paribus economics. 


* Milton Gilbert, Currency Depreciation and Monetary Policy (University of Pennsyl- 
vania Press, 1939), p. 1. 

° Cf. Joseph A. Schumpeter, “The Decade of the Twenties,” American Economic Review, 
May, 1946, p. 9. 
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This danger to the holders of moriey was contingent, then, upon 
the continuation of the basic condition which created it: the need for 
capital to serve the expansive needs of an industry the perennial con- 
. dition of which it was to be in debt. 

These conditions have changed materially during the last twenty- 
five or so years. The results of the changes are best illustrated in the 
findings of the above-quoted study of the National Bureau of Eco- 
nomic Research, according to which large manufacturing industry 
issued 6.5 billion dollars of securities during a period of approximately 
twenty years, during which same period it bought back 7 billions worth 
of its own and other securities.” Truly the picture of capital accumula- 
tion has fundamentally changed! 

If there is no point, then, today in using the inflation mechanism for 
the disposing of an inherited indebtedness, what then is the purpose 
of the present supposedly inflation-like price movements? 

Let us recall our earlier observation: the existence of the people, 
workers, employees, small traders and businessmen, farmers and pro- 
fessionals, as cost factors to industry. Mr. Keynes had observed a 
little earlier than some of our colleagues that the old method of effect- 
ing periodic wage reductions or preventing increases in a factory-by- 
factory manner had become obsolete in an age of trade unionism. He 
therefore proposed the very means that is being used today so broadly 
and effectively: price increases.® 

In an age of monopolistic production control, the holders of money, 
i.e., by far the majority of the people, are the pawns of the monopoly 
price; if real incomes show a tendency to go beyond the point which 
yields the largest profit to industry, price increases are brought about 
for the purpose of enforcing a declining output traditionally attending 
monopolistic practices. 

There is no time here to enlarge on the latter point which to the 
superficial observer seems to be contradicted by the apparent continua- 
tion of near-to-full employment. It must suffice here to say that real 
consumption has not increased materially in the last few years, and 
more recently it has begun to decline absolutely. 

There is a second point that needs making in these days of changing 
governmental policies. In spite of record profits last year, Congress is 
proposing what even the daily press is calling a millionaire’s tax cut. 
The lessening instead of sharpening of progressive taxation will further 
demonstrate the actual independence of business of demand, and serve 
as a further instance of a general attack upon the holders of money, 
in this case the common people. 

1 Koch, op. cit., p. 7. 


TCE: John Maynard Keynes, “The Income and Fiscal Potential of Great Britain,” 
Economic Journal, December, 1939, pp. 630-631. 
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But what about business itself? Is it not true that the great liquidity 

of business exposes it most directly, as money holders, to the evils of 
inflation? We have stated above that the point of the present—and I 
may add, controlled—price rises is to effect a general decrease in cost 
and thus an increase in profits. While these profits are under the con- 
ditions of monopoly not endangered by any possible effects on sales, 
they seem to be exposed to devaluation through price rises. And here 
we find indeed a second basic difference between the old type inflation 
proper and the present cost-curtailing price movements: the limit to 
inflation proper was the extinguishing of indebtedness. The degree to 
which ‘that goal was reached was dictated by the actual circumstances; 
i.e., how much of a burden on the money holders could be permitted 
without serious repercussions. The limits to the price rises in the 
present and in recent years is set at the point where the decrease 
in value of the liquid assets of industry (and agriculture) occasioned 
by the price rises comes dangerously near to equalling the profits 
gained by the reduction in cost occasioned by the same price rises. 
_ What rights should the holders of money have—that is the title 
of our paper. We have tried to establish in our minds the conditions in 
terms of which a suggestion towards a meaningful answer might be 
possible. The conditions we found relevant have not included the 
traditional considerations of the gold standard, paper, commodity or 
whatever mixed standards, international currency relations, etc. They 
were excluded not because the aspects of the problem which they 
represent are not relevant. It was only that their meaningful con- 
sideration implies clarity on those basic conditions, conditions repre- 
senting indeed a “changing character of money,” to which we have 
restricted our paper. 

Rights, properly defined, are always correlatives of duties; i.e., 
actions necessary in the motion of a given context. I say advisedly - 
motion, of a given context. The present tendencies in our economic 
organism are pointing towards an enormous acceleration in the con- 
centration of capital. The effects of this development, actual and pos- 
sible, upon the holder of money have been indicated above. These 
tendencies point at the same time, however, also toward the emergence 
of institutions, economic and political, in which the rights of the 
holders of money may be determined by production relations contra- 
dictorily opposed’ to monopolistic restrictions. Which rights, then, the . 
holders of money should have will be a function of the economy, and 
that is the world economy, which we are in the process of building. 
As in all matters human and social, the look into the future cannot 
help but present us with a choice in the present. The alternatives in- 
volved in this choice were, I hope, not entirely obscured in this paper. 


MONEY AS PURE COMMODITY 


By BENJAMIN GRAHAM 
New York City 


Money has the aspect of “pure commodity” insofar as it consists 
of or is backed by one or more commodities with substantial intrinsic 
value. From the earliest times, money has derived either all or a 
good part of its value from its physical or legal relationship to monetary 
commodities, usually gold or silver. More recently it has appeared, 
conversely, that a good part of the value of both silver and gold is 
derived from their status as monetary metals. This latter fact suggests 
that a new stage in monetary technique may be appropriate, in which 
monetary status and pure commodity value are made reciprocally 
beneficial. That is, money will be benefited by commodity backing 
and commodities will be benefited by monetary status. 

Historically, money’s identification with pure commodity values 


falls into three stages: being first complete, then partial or fractional, 


and then completely absent. 
The first stage is characterized by Aristotle’s statement that “the 


substance of money should be something which is intrinsically useful. 


and easily applicable to the purposes of life—for example, iron, silver, 
and the like.” 

The emergence of gold as the primary monetary commodity, and 
the defeat of its rivals, seems to be associated historically with a 
gradual loss of emphasis on its pure commodity aspects, and its 
assumption of what R. H. Brand called “a certain mystic quality.’” 
Thus through the ages gold appears to have transformed itself slowly 
from pure commodity into pure money—from the physical to the 
metaphysical. At a point just before World War II it threatened to 
lose all its contacts with human realities—at least in the Western 
World. 

In the second stage, all forms of money are legally exchangeable 
for gold, but the quantity of gold available is much less than the 
money claims against it. Under the Federal Reserve System, prior to 
1934 the relationship between our paper money and gold was about 
the same as that between our demand deposits and currency. In either 
case complete convertibility existed de jure, but de facto converti- 
bility depended on the absence of ‘mass conversions. In this stage 
the relationship between money and pure commodity has become 
ambiguous in several respects—including uncertainty as to how much 
pure commodity value resides in gold and.silver. 


* Nicomachean Ethics, Book V. 
° The Times (London), June 16, 1937. 
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The fractional aspect of pure commodity backing in the second 
stage may be illustrated by the ratio of our gold holdings to the total 
of currency outstanding plus “adjusted” demand deposits. (In the 
balance of this paper the word “money” will refer to this total.) The 
ratio was 18 per cent in 1900, 16 per cent in 1929, over 50 per cent 
in 1940, and again at about 18 per cent at the present time. I shall 
mention, but not dilate upon, the additional role of gold under the 
gold standard as regulator of both the internal credit system and the 
import-export flow. These functions arise, I believe, not from the 
quality of gold as commodity but from the formal monetary structure. 

As is well known, Adam Smith and Ricardo considered a nation’s 
stock of monetary gold and silver as akin to economic waste. They 
preferred a “well-regulated paper currency”;* but they recognized 
that effective regulation required the obligation to redeem paper money 
in gold on demand. Hence in classical theory the metal reserve should 
be held to the minimum necessary to guarantee convertibility. But 
the world’s inability to keep its paper money “well regulated” led 
inevitably to the common view that the more gold a nation held the 
better. 

If we view the history of this second stage over a long period, we 
may be surprised at the success with which bank deposits and paper 
money have gained acceptance in place of gold and silver. Their sole 
advantage has been convenience; their crying disadvantage has been 
that they lack physical substance, and that time after time they have 
proved a poorer asset than their equivalent in precious metals. For 
long periods each of us could have held all his money in gold just 
for the asking, but instead we have preferred bank deposits and $10 
bills. It is clear that most Americans and Britishers, at least, have 
had very little interest in the pure commodity aspect of gold and 
silver from the standpoint of joy of possession. Our interest therein 
has been self-protective or negative. We have desired gold only as we 
mistrusted paper. Whenever we could trust paper again—and often 
unshrewdly——we lost interest in gold. 

The third stage, in which money is by choice completely divorced 
from commodity backing, may be said to have existed in Great Britain 
in the late thirties. Not only did England leave the gold standard 
under economic pressure—which has happened to many nations—but 
thereafter she definitely repudiated the principle of gold backing for 
her currency, as old-fashioned and inherently undesirable. Britain said 
clearly that she would not go back to gold even if she could—and for 

° Wealth of Nations, Book TV, 1. Cf. also Ricardo, Principles of Political Economy and 
Taxation, Ch, VIII: “A currency is in its most perfect state when it consists wholly of 


paper money, but of paper money of an equal value with the gold which it professes to 
represent.” 
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` some years prior to World War II she could undoubtedly have returned `` 
to gold. n 


England has now accepted a link between her currency and ‘gold, 7 


_via Bretton Woods. There is no indication in this undertaking that 
_ the pound will be given an effective gold backing at-homeé,.or that it 
will have any direct tie to pure commodity values. The pound may 
be in fact exchangeable for gold in the open market, just as a United 
States government bond can be exchanged for a gold watch—but this 
. would in no sense be a “pure commodity” aspect such as we have 
been discussing. 


We may add that since 1933 the United States has been in some . 


twilight zone between the second and third stage of monetary develop- 
ment. Legally we are now committed only to maintaining the gold 
equivalent for the dollar in foreign exchange—which is about the same 
kind of obligation as England assumes under Bretton Woods. But 
. more explicitly, the Treasury is directed to sell gold at $35 per ounce 
when necessary to secure the exchange value of the dollar. 

The unparalleled expansion of monetary claims during the war 
might well be expected to have increased the preference of Americans 
for physical gold as against fiduciary paper. My inquiries lead to the 
conclusion that there has been no appreciable hoarding of gold, although 
the latter was feasible in various ways. Amid all our black markets, we 
have never heard of a black market for gold in this country—despite 
its prevalence abroad. To my mind this fact is extraordinary. It indi- 

- cates that within not more than a generation there has been something 
of a revolution in the popular attitude toward gold. The man in the 
street probably subscribes to the recent statement in Business Week 
that “actually gold derives its value from the American dollar today.”* 
Not so long ago it was everyone’s belief that the money of the United 
States derived its value chiefly from being backed by gold.* 


... The history of silver has been the opposite to that of gold. Silver . 
-has tended to lose in monetary status while it gained in industrial- 


utility. Great Britain has just decided to abandon its thousand-year 
silver currency, and to melt down all its silver coins, largely in order 
to supply the nation’s industrial needs for the metal. During the last 
war the United States Treasury was compelled to loan out a huge 


"amount of its monetary silver for industrial use—some 30,000 tons, 


of which nearly half went to the atomic bomb project.” By contrast, 
the industrial uses of gold in the war were negligible. 


, Business Week, November 2, 1946, p 

ë See discussions of gold premiums a oad in the can 1946, letter of the National 
City Bank of New York. We have not space to discuss the “gold premiums” appearing 
in backward countries and those with depreciating currencies. 

€ Financial Times (London), September 18, 1946, p. 1. 

"See article, “Plans to Return Borrowed Silver,” Commercial and Financial Chronicle, 
November 14, 1946. ; 
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I should like now to refer to a possible fourth stage in the com- 
modity aspect of money—one in which a two-way exchange is estab- 
lished between paper money and a composite group of basic com- 
modities. It may be thought that this would amount to returning to 
a combination of the early part of stage 1—in which many different 
commodities functioned as money—and stage 2, in which more money 
exists than monetary commodities. 

In my view, however, the proposal for commodity reserve currency® 
marks a new departure in the monetary field. Its object is not so much 
to give commodity value to money as to give monetary value to 
commodities. There should be a real advantage in having our money 
backed in part by basic commodities—“objects applicable to the pur- 
poses of life”—for the generally bad history of unsecured and incon- 
vertible paper money suggests that physical backing and PEOR VDE 
are desirable attributes of money. 

But the novel monetary aspect “of the iumon reserve idea is 
that it is designed to benefit the producers of raw materials by giving 
them as a group the economic advantages now enjoyed by producers 
of gold and silver; namely, an unlimited market at a level price for 
balanced production. As a derived effect, it is designed to protect the 
entire economy from the baleful results of recurrent wide fluctuations 
in the market price of basic commodities. 

The money of the future cannot again be fully identified with pure 
commodity values, but it can and should be related to such values. , 
Certain key commodities should form a broad connecting bridge be- 
tween the world of goods on the one hand and the world of money 
on the other. The flow of such key commodities into and out of 
monetary status can supply an important factor of equilibrium, or 
balance wheel, for the entire economy. As Hayek pointed out,” gold 
is no longer important enough intrinsically to perform this role ade- 
‘quately; and the relationship between money and pure commodi- 
ties should rest in the future on a broader base than the precious 
metals. 

It is difficult to state categorically what advantage will accrue to the 
huge monetary structure of today if a relatively small amount of 
pure commodities are placed behind it as security. Future confidence 
in the dollar will depend in part on government policies recognized 
as sound, and in part on mass psychology. In this speaker’s opinion, 
the placing of a quantity of basic commodities behind our money will 
be sound policy, and their presence -will contribute to a psychology 
of confidence in our currency. 

*See B. Graham, World Commodities and World Currency (New York, 1944); F. A. 


Hayek, “A Commodity Reserve Currency,” Economic Journal, June-September, 1943; etc, 
Hayek, loc, cit, pp. 177, 178. 


THE RELATIVE LIQUIDITY OF MONEY AND 
OTHER THINGS 


By EDWARD C. SIMMONS 
University of Michigan 


A brief consideration of the relative liquidity of money and other 
things may serve to throw light on some troublesome matters. If mone- 
tary management is to be relied upon, along with fiscal management, 
to control the level of activity in a free market economy, the quantity 
of money must have dimensions. If a dividing line between money. and 
other things cannot be established both in theory and in practice, 
monetary policy discussions are meaningless. Should money be made 
more like other things? Should other things be made more like money? 
Should other things be made less like money? These three questions 
pose the issue. The position is taken here that the gap between money 
and other things should be made as wide as possible. The wider the 
gap the more effective can be monetary management. 

We begin with the categorical statement that money is different in 
its fundamental character from securities and commodities. Money 
serves as a standard of value and as a medium of exchange. Com- 
monly the list of functions is much more extensive, but the tendency 
to lengthen the list is to be deplored. Conceptually one needs only 
the minimum essential functions to establish a dividing line, and these 
two functions serve to bring out the essence of money. That thing 
which has parity and the capacity to mediate exchange is money, 
whether it be a pure token or something having value in another con- 
nection. 

The phenomenon of liquidity appears in the economy as soon as 
mediation of exchange appears. Conceptually money can exist as a 
pure numeraire, but such a money seems unlikely to exist in fact in 
a free market economy.. Every exchange transaction in a money 
economy involves two operations—selling for money and buying for 
money—and momentarily at least money is held. It is self-evident 
that everyone in society cannot hold all his assets in nonmonetary 
forms. Some of these assets, although they do not serve to mediate 
exchange, do approach closely to money in possessing near-parity and 
in possessing general acceptability in that they may be bought and 
sold readily.. Except in special cases, the movement of these things in 
and out of the possession of the person necessitates the recording of 
a book gain or loss on the books of account, which are conducted in 
conformity with the money illusion. 

The inevitable result of exchange mediation is to create in the 
economy a special type of asset which by its nature serves as a store 
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of value and a bearer of options. That is not to say that anything 
` which serves as a store of value is money. Approaching the definition 
of money by this avenue leads only to the conclusion that everything 
is more or less money. Unless one proceeds carefully, he may find 
himself arguing that monetary management is impossible since the 
supply of money is dimensionless. 

The store of value concept of money, although not yielding a satis- 
factory definition of money, does serve to bring out the liquidity 
problem. A person holding money and certain other assets, securities 
and nonspecialized commodities is endowed with a wide range of 
freedom as to time and kind of outlays. He may spend now or later 
or never. ` í 

Liquidity preference is a complex matter. Why does society seek 
liquidity? There is some minimum of liquidity that cannot be escaped. 
The institutional factor of payment patterns obliges some persons 
to hold money. Frequency and regularity of receipts and disbursements 
and their coincidence set a theoretical maximum to velocity, but beyond 
that subjective factors operate. In this paper this residual will be 
lumped under the one broad heading of uncertainty. The cost and 
bother of investing small sums for short periods serve to explain some 
money holding, but beyond this persons hold substantial sums either in 
money directly or in various assets that serve mainly as store of value 
against some more .or less clearly foreseen contingency. The costs of 
this action are the opportunity costs of foregone returns. But there is 
some quid pro quo, for an economizing decision lies behind the action 
of holding low yield or no yield or even negative yield assets. Pre- 
sumably some imperfectly foreseen future gain will offset the immediate 
loss. 

The nature of the uncertainty elements which lead to piling up of 
liquid assets cannot be explored. However, the general observation 
may be made that the liquidity problem must be attacked along the 
lines of the causes of uncertainty rather than by destroying somehow 
the parity of money. l 

One school of thought has proposed that money be made more like 
other things by applying carrying costs to money. Stamped scrip is one 
of the practical proposals. In essence this requires that hoarding be 
distinguishable from normal holding over the interval between receipt 
and expenditure. But hoarding is a normative concept, for all units of 
money are held for longer or shorter periods because of the lack of 
coincidence between receipts and expenditures. The practical result 
of stamped scrip proposals would be to create units of money with 
varying discounts, or in other words to destroy the quality of parity. 
Were this not done with great skill, the outcome might possibly be 
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simply a shift from conventional money to some other thing having 
greater stability of value. An exchange economy must have a medium 
of exchange. The liquidity problem cannot be solved by dispensing 
with a medium of exchange. Attractive as the idea may be at first 
glance that money should be made like other things, that end is 
neither desirable nor attainable. 

On the other hand, the liquidity problem is not soluble by making 
other things more like money. That is what we have been busily en- 
gaged in doing these past few years. The government debt is our large 
liquid asset, thanks to our having opened the way to its monetization 
at the central bank in order to finance the war cheaply. In terms of 
the small sacrifice of liquidity that has been imposed on government 
security purchasers, 2 per cent was possibly too high a price to pay to 
get people to give up money for securities which are only slightly less 
liquid than money. 

. We must now face squarely the question of the meaning of liquidity. 
There are no liquid assets aside from money, unless there is a central 
bank. In the discussions of liquid assets, it is significant that cash, 
bank deposits, and government securities are the only things ordinarily 
considered. Other securities and commodities are not added in when 
statistical estimates are made. Possibly this is a recognition of the 
painful truth learned in frequent panics under the national banking 
system that only a central bank can create liquidity. The shifting of 
assets among banks, firms, and private persons suffices in normal times, 
and in periods of boom everything seems to be salable and therefore 
liquid, but there can be no general movement from assets to money 
unless the money-creating power of the sovereign is brought into play. 


At this point, it might be remarked that the gilt-edge quality of gov- 


ernment securities rests not only on the power of the sovereign to tax 
in order to service the debt but also to no small degree to the long 
established practice of having the central bank stand ready to lend 
on or purchase government debt instruments. The liquidity of things 
which may not be absorbed by the central bank is a fair-weather 
phenomenon. Nonetheless, this fair-weather liquidity is a matter of 
significance and requires consideration. To the extent that liquidity 
preference is satisfied in periods of calm by assets that prove to be 
illiquid in periods of stress, the system is rendered more unstable. 


Probably no one would seriously defend the proposition that all . 


things should be made liquid. A monetary policy which would endeavor 
to make the number of dollars equal to the dollar amount of gross 

~ national wealth is patently absurd. Monetary theory has advanced 

‘far enough to provide good grounds for ‘holding that even the good 
bills doctrine is fallacious as a guide to monetary policy. Monetizing 
all wealth would result only in limitless inflation. 
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Finally the third question. Should other things be made less like 


. money? This is the really practical question which we. now face. We 


have a large volume of public debt obligations which, under present 
arrangements, may be converted into bank deposits and currency at 
the option of the holders. If monetary management is to mean anything 
at all, the monetary authorities must be in a position to increase 
and decrease the number of dollars on their own initiative. Really 
effective monetary management seems to call for open-market opera- 
tions rather than discount operations, at least where discounting is 
regarded as a right. Moreover, open-market operations should probably 
be conducted in assets which are by nature subject to price fluctuations 
so that the effect of central bank operations will not be to peg prices 
and thus create a body of near-money assets. 

Unless we are prepared somehow to make the transition to this 
state of affairs, we shall be unable to utilize the very powerful weapon 
of monetary management in its proper but not omnipotent role of a 

stabilizer in meeting coming intense cyclical movements of business 
activity. Our public debt policy has closed the way to the employment 
of this weapon. 

The making of other things less like money is not a futile goal. 
There is little danger that other things will become money in the 
modern economy. Interest-bearing obligations are cumbersome at best 
in the mediation of exchange. Few commodities other than the precious 
metals have the required attributes to challenge dollars as now 
embodied in cash and bank deposits. Moreover, the tax power is avail- 
able to discourage the use of such things. The only real problem is 
therefore the policy of the central bank; that is, the extent to which 
other assets will be monetized. 

The transition to the ideal world cannot be explored here. In that 
happy land, the public debt would exist as perpetual consols. Privately- 
issued securities would exist only in the form of equities bearing no 
fixed rate of return or no fixed maturity value. The central bank 
would buy and sell such amounts and kinds of assets as necessary to 
produce appropriate fluctuations in the supply of money. Probably 
this ideal world is never to be realized, but contemplation of it may 
assist us to see our way out of the present muddle. 

Making other things less like money will not get at the cause of 
the liquidity problem, which is uncertainty. A direct attack must be 
made on that. However, financial reforms that will reduce liquid assets 
and reforms that will reduce the uncertainties that make the holding 
of liquid assets desirable are both hurdles to be cleared on the road 
to greater economic stability. 


MONEY AS A CREATURE OF THE STATE 


By ABBA P. LERNER 
New School for Social Research 


A favorite pastime at the London School of Economics, where I 
was first introduced to the subject of economics, was the cruel baiting 


and tearing to pieces of Professor Knapp’s State Theory of Money.. 


The chief performer in this sport was Professor Gregory who spent 
several lectures at the beginning of his course on money in ridiculing 
Knapp’s notions that the value of money derives in some metaphysical 
manner from the sovereign authority of the state. Gregory held with 
the classics that the value of money derives from the scarcity of gold 
and that this scarcity is impervious to declarations by government 
officials. 

Later in the course the state managed to creep back quietly and 
unobtrusively through its power, via the banking system which it 
could control, to mitigate the scarcity of gold by economizing in the 
monetary demand for it. This was done by the substitution of currency 
and bank credit for gold thus reducing the demand for gold in relation 
to the supply. There was considerable development of the devices for 
such economies. Fiduciary issues of currency in addition to that which 
was backed 100 per cent by gold; fractional backing of currency which 
stretched gold further; the development of the banking system with 
the pyramiding of bank money on fractional currency reserves which 
were in turn backed less than 100 per cent by gold; the use of foreign 
exchange standards which permitted currency to be used instead of 
gold as reserves for central banks; and so on through a long list cul- 
minating with the temporary issue of “fiat” money, without proper 
backing, to deal with crises involving an urgent need for liquidity. 

But the lesson of the first lectures on Knapp was never entirely 
forgotten. The money created or expanded by state action was made 
to recognize its inferiority to gold. It was merely a substitute for gold. 
Its value depended in the last resort on the gold backing or at least 
on the ability of the authorities to keep their promises to redeem the 
notes in good solid gold. ~ 

Since then we have been emancipated theoretically from the fetishism 
of gold. Nearly everybody who defends the use of gold in modern 
currency systems guards himself by saying that he is doing so only 
in order to be kind to somebody else’s unreasonable prejudices. It is 
no longer a paradox to declare that the value of gold depends on the 
possibility of getting dollars for it rather than the other way round. 
And it is only from inferior textbooks that students are still getting 
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the impression of some mysterious influence that gold exercises at a 
distance on the value of the currency backed by it. Even for those 
who have got no further from gold than to rest their emphasis on 
the quantity of money, it seems hardly more essential to explain the 
value of currency in terms of gold backing than to explain the value 
of gold in terms of its being backed by some still more primitive form of 
money, such as cattle or fish. 

Money, as I have said in an article of that name in the Encyclopaedia 
Britianica, is what we use to pay for things. The basic condition for 
its effectiveness is that it should be generally acceptable. Its trans- 
formability into gold and the guarantee of this possibility of gold 
backing (or any other kind of backing) are nothing but historical 
accounts of how acceptability came to be established in certain cases. 
These were possibly the only ways in which general acceptability 
could be established prior to the development of the well-organized 
sovereign national states of modern times. General acceptability had to 
be transferred in some such way from something which had already 
acquired it in the course of history. But if general acceptability.could 
be established in any other way these historical methods would no 
longer be necessary or relevant. 

This is just what has happened. The modern state can make any- 
thing it chooses generally acceptable as money and thus establish its 
value quite apart from any connection, even of the most formal kind, 
with gold or with backing of any kind. It is true that a simple 
declaration that such and such is money will not do, even if backed 
by the most convincing constitutional evidence of the state’s absolute 
sovereignty. But if the state is willing to accept the proposed money 
in payment of taxes and other obligations to itself the trick is done. 
Everyone who has obligations to the state will be willing to accept 
the pieces of paper with which he can settle the obligations, and all 
other people will be willing to accept these pieces of paper because 
they know that the taxpayers, etc., will accept them in turn. On the 
other hand if the state should decline to accept some kind of money 
in payment of obligations to itself, it is difficult to believe that it would 
retain much of its general acceptability. Cigarette money and foreign 
money can come into wide use only when the normal money and the 
economy in general is in a state of chaos. What this means is that 
whatever may have been the history of gold, at the present time, in a 
normally well-working economy, money is a creature of the state. Its 
general acceptability, which is its all-important attribute, stands or 
falls by its acceptability by the state. 

But there is another and much more serious sense in which the state 
is the responsible creator of money. The second most important problem 
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that modern civilization has to solve if it is to survive the totalitarian 
threats to its existence is the prevention of severe inflations and depres- 
sions. (The first problem is, of course, the establishment of world 
peace before we slip into an atomic war by way of appeasement and/or 
preparedness.) 

Depression occurs only if the amount of money spent is insufficient. 
Inflation occurs only if the amount of money spent is excessive. The 
government—which is what the state means in practice—by virtue of 
its power to create or destroy money by fiat and its power to take 
money away from people by taxation, is in a position to keep the 
rate of spending in the economy at the level required to fill its two 
great responsibilities, the prevention of depression, and the maintenance 
of the value of money. l 

Up till now governments have shirked these responsibilities, seeking 
refuge in an alibi of helplessness. The extraordinary complacency both 
of the government and of its critics in the face of the recent rise in 
prices can be appreciated only if one imagines what would have been 
the reaction to a government declaration that it was going to default 

„on say 30 per cent of its interest and repayments to holders of war 
bonds and other government obligations. An equal despoiling of patri- 
otic subscribers to war loans through the price increases does not 
prevent the treasury from still advertising government bonds as giving 
back $4.00 for $3.00. Nobody seems to find this dishonest. And even 
this denial of responsibility is as nothing compared with the way in 


which nearly all states have nearly all the time permitted depressions - 


to begin, to grow, and to establish themselves without calling into play 
their power to create the money demand which would have made the 
depression impossible. 

Before the tax collectors were strong enough to earn for the state 
the title of creator of the money, the best the state could do was to tie 
its currency to gold or silver which had a stability of their own that 
antedated the appearance of the state. By that policy extreme inflations 
were made impossible, and in a small country even small inflations 
(relatively to other countries) would be checked by the disappearance 
of the money in an outward flow of gold. By the same policy a limit 
was set to depressions, For the world as a whole they could not go 
below the point at which the available and fairly steady supply of 
gold-money became so redundant on account of the small volume of 
business (or possibly because of lower prices) that it spilled out into 
increased spending by somebody who was supersatiated with liquidity. 
For individual countries special conditions of foreign trading and lend- 
ing might lead to much worse depressions, but on the other hand any 
further depression beyond that determined by these special condi- 
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tions would be quickly corrected by an inflow of gold-money from the 
rest of the world. 

The return to such methods now can only be proposed by exuberant 
Republicans who have not yet given a second thought to their mean- 
ing. The “margin of adjustment” involved in so crude a mechanism— 
which stretches from the limits of price rises within a gold standard 
to the level of depression that corresponds to zero net investment— 
have become wider still. The United States can carry much more in- 
flation than we have so far had without running out of gold, while 
the level of unemployment that would be possible before a redundance 
in the supply of hard money came to the rescue grows greater with 
our growing productive competence and is now far beyond the limit 
set by the political conditions for the maintenance of a free society. 

No government will be able to sit back and wait for the degree of 
unemployment which will result in the degree of price fall that will 
create enough idle money to induce sufficient private investment to 
start a movement back to prosperity. The New Deal and the war pros- 
perity will have shown enough people that serious depression is dis- 
pensable. Some form of functional finance will in fact be practiced by 
whatever government. we have. The only danger is that it will be too 
little and too late. 

Less well worked out is a technique of dealing with the other 
responsibility of the creator of money—the responsibility for main- 
taining its value. The key points here are not in the direct supply of 
money, or even in the regulation of the level of spending. The key 
points are in the determination of wage rates and in the determination 
of rates of markup of selling prices over costs. 

Wage determination by collective bargaining brought an improve- 
ment over the condition of the unorganized worker bargaining with 
a large employer in time of depression. With the abandonment of 
severe depression as part of the technique of influencing the determina- 
tion of wage rates, and with the growth of trade unions to national 
and international size, the power of the trade unions has become too 
great for the purpose of determining wages by collective bargaining. 
Each union is forced to use its power to try to increase the share going 
to its members even though its more intelligent leaders know that 
what it gains is not from the employer, who can and will pass any 
wage increase on in higher prices, but from the population as a whole— 
which means in the main from other workers and their families. They . 
also know that the other trade unions will have to do the same so 
that there is nothing left but a general inflation. For any particular 
trade union to restrain itself in the scramble may merely mean that it is 
left behind while the inflation continues. So that unless some alterna- 
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tive mechanism of wage determination is developed, a full employment 
policy will mean inflation. The acceptance by the government of its 
responsibility for preventing depression would seem to make it impos- 
sible for it to carry out its second responsibility for maintaining the 
value of money. - 

On the other hand it seems to be very likely that the Nathan report 
is right in believing that after the restocking boom the maintenance 
of adequate spending will be impossible without an increase in real 
wages; that is, in the ratio of money- wages to the prices of finished 
goods. This is the same dilemma in a different form. Higher wages 
relatively to prices are necessary for long-run prosperity but raising 
wages will do no good because they will only lead to higher prices 
and inflation. , ; 

The dilemma can be resolved only by the government going to work 
on both money wage determination and on markup rates. Both are 
problems of monopoly and as such are inevitably destructive of a free 
economy. Markup rates must be reduced by antimonopoly measures 
of the kind that the government was working on when interrupted by 
the war. The most important help to the government in this will be 
the policy of maintaining full employment which will make it profitable 
for business to work with smaller markups. The effects can be speeded 
up by the government making the benefits of the full employment more 
immediately evident to producers by costlessly guaranteeing adequate 
(or even unlimited) sales of standard goods at moderate prices, releas- 
ing the energies and initiative of businessmen from the worries of 
selling to the concentration on efficiency in production. 

The trade union monopolies must be tackled by establishing an 
artificial free market with compulsory arbitration for wage determina- 
tion in which both the worker and the employer get a fair deal. Starting 
from some initial set of wage rates, such as the prevailing rates, wages 
in general can be raised by 1 per cent about every four months (on ac- 
count of the secular growth in labor productivity) without the general 
level of cost and prices having to rise. This would be the basic 
money wage movement. In areas and industries where the level of 
unemployment is more than twice the national average the wage 
increase would not take place. Where the level of unemployment is less 
than half the national average the wage would be increased ‘2 per cent 
instead of 1 per cent. 

This would have to be accompanied by measures to maximize the 
mobility of labor, removing all restrictions on entry to any occupations. 
The appearance of twice the national average of unemployment would 
then be evidence that workers consider the existing conditions in the 
area of industry more attractive than elsewhere, so that it would be 
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fair for the increase to be forgone. Workers who insisted on the in- 
crease would in effect be claiming the retention of an advantage over 
workers in general. 

Less than half the average of unemployment would be evidence 
that workers in general considered the conditions less attractive than 
elsewhere. A refusal of employers to raise wages by the required 2 per 
cent would then be seen as an attempt to maintain substandard con- 
ditions. In the end there would emerge a set of wage rates which would 
correspond to the workers’ own estimates of the necessary compensation 
for differences in net advantages. 

I have no time to defend these proposals. They are only intended 
as an indication of the direction in which solutions to these most press- 
ing problems might be found. I will only make two remarks. 

The side-stepping of collective bargaining will undoubtedly be de- 
nounced as an attack on labor. It is important to note that it will 
appear so only to those who in their thinking have completely sub- 
stituted the labor unions for the workers, raising these instruments 
for improving the economic welfare of labor to the status of ends 
in themselves. We should remember that an end in itself is nearly 
always a means for some end which one does not like to mention aloud, 
such as the maintenance of the position, prestige, and salary of a 
union bureaucrat. 

The second remark is addressed to another professional group— 
monetary theorists. I have gone quite a way from the traditional field 
of monetary theory. I find that this is inevitable if we are to begin 
to take seriously a slogan which we have been repeating for quite a 
while now. The problem of money cannot be separated from the prob- 
lems of economics generally just as the problems of economics cannot 
be separated from the larger problems of human prosperity, peace, 
and survival. 


_ THE PAYMENT OF INTEREST ON SERIES E BONDS 


$ pT _ By Earr R. RorrH 
a University of California 


“In this paper, I should like to consider whether the interest cost 


of E bonds to the Treasury is justified in view of the money-like nature 
of the bonds. The character of the bonds and the empirical evidence 
suggests that E bonds are weak anti-inflationary debt instruments and 
that both short-run and long-run policy considerations call for replac- 


„ing the public’s holdings of this type of debt with less money-like 


types of assets. 
Series E bonds are ten-year Tey obligations issued at three- 


“quarters of their face value. If held to maturity, the annual yield rate 
‘is 2.9 per cent. This is a higher rate than that prevailing on long-term 
Treasury bonds, and as an investment for income E bonds are the- 


most attractive security sold by the Treasury. The offer is limited to 
sales of $3,750 issue price to any one person in a calendar year—an 
effort to prevent the wealthy from getting an unduly large return 


merely by holding government debt. The interest return on E bonds: 


is less than 2.9 per cent if bonds are cashed prior to maturity. No 
interest is paid if bonds are cashed within a year of acquisition, and 
only 1.75 per cent annual return is realized if bonds are redeemed 


“five years after purchase. As a result, owners of E bonds which have 


~ 


been held for more than five years forego over 4 per cent return by 
cashing them as compared with holding them to maturity. 

During the war period, the campaign to sell government debt to 
individuals rather than monetize it through the banking system was 
centered on pushing the sale of E bonds. In some respects, this pro- 
gram was a remarkable success. Federal Reserve studies of -riskless 
asset holdings indicate that early in 1946, 63 per cent of the spending 
units in the United States owned saving bonds, which makes the bonds 
more generally held than other government securities, savings accounts, 
or demand deposits.* To make E bonds as attractive as possible and 
thereby induce greater holdings, the Treasury has guaranteed to re- 
deem the bonds. (sixty days after issuance) on demand and at no 
loss of principal. Thus they are riskless assets. It is this feature of E 
bonds which makes them similar to money. and defeats the anti-inflation 
function of E bond sales. f 
` E bonds are money if money is defined as those things which have 
a given price in terms of the accounting unit. Such a definition makes 
all riskless assets money. From this point of view, the quantity of 


1Cf, “Liquid Assets and Expenditure Plans of Farm Operators,” Federal Reserve 


Bulletin, September, 1946, p. 965. The pop leet study of liquid asset holdings appears in 


the June, July, August (1946) issues of the B 


THE CHANGING CHARACTER OF MONEY 319 


money in the hands of the public consists of currency, demand deposits, 
savings and time deposits, E bonds, and that portion of the remaining 
government debt which is held outside the Treasury and the banking 
system and which the public regards as having a given price. Thus 
conceived, money consists of what is ordinarily called “liquid assets.” 
According to Federal Reserve estimates, the quantity of these money- 
like assets not held by governments and financial organizations 
amounted to 222.5 billion dollars on June 20, 1946.? Of the estimated 
152 billions of personal holdings of such assets, the 30 billions of out- 
standing E bonds amounts to approximately 20 per cent, clearly a 
sizable part of individual ownership of riskless assets. 

E bonds are not, to be sure, spendable as such, and their deficiency 
in this regard is, by some definitions, sufficient cause to exclude them 
from the money category. Although I have no serious quarrel with the 
use of the spendability test as the dividing line between money and 
other things, even with such a definition, E bonds are in fact perfect 
substitutes for a large part of the outstanding supplies of spendable 
money (demand deposits and currency). Much spendable money is 
earmarked by its holders for contingency purposes or as speculation 
on,a fall in prices, including the prices of risky assets such as industrial 
shares, For the financially conservative who prefer to hold a large 
part of their assets in riskless form, E bonds are at least as good as 
- demand deposits or currency, and in addition they yield a return. 
Furthermore, the redemption of E bonds automatically calls forth the 
kind of and corresponding amount of spendable money which bond 
redeemers wish to obtain. When bonds are cashed, the Treasury must, 
on this account, either let its cash balance fall or create additional 
cash by sale of debt to the banking system or both. Because the 
Treasury has bound itself contractually to provide this automatic 
conversion between E bonds and spendable money, ownership of E. 
bonds provides the same free choice to make expenditures as equiva- 
lent holdings of demand deposits and currency. E bonds might therefore 
be properly treated as a part of the money supply even though they 
are not spendable as such. , 

Additional evidence of the money-like character of E bonds and 
their ineffectiveness as an anti-inflation weapon is provided by E 
bond redemptions. For the eight months following January, 1946, total 
redemptions have amounted to 3,741 million dollars, which is a monthly 
rate of 467 millions and a yearly rate of 5,611 millions.* Thus yearly 
redemptions are roughly the size of prewar United States Government 
deficits when deficit financing was a major part of an antidepression 
program. Current redemptions are, in all probability, a minimum meas- 


* Federal Reserve Bulletin, November, 1946, p, 1237. 
? Treasury Bulletin, November, 1946, p. 35. 
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ure of the inflationary effects of the presence of E bonds in terms of 
expenditures upon consumption items and durables. Now that E 
bonds are no longer purchased to prove one’s patriotic zeal, redemptions 
are not largely offset by new bond purchases by the same persons. 
There is a strong presumption that almost all of the cash obtained by 
these redemptions becomes a part of the active money supply. The 
impact of this cash appears to be concentrated initially in the markets 
for durables such as cars, real estate, and farm equipment. Expendi- 
tures for these items arising from E bond redemptions add to excess 
demands from current cash receipts and idle balances and create a 
setting in which sellers can increase prices with impunity. 

To a smaller extent, the redemption of E bonds is a factor increasing 
the demand for consumption services and nondurables. The bonds act 
as a contingency reserve. Even in times of full employment, strikes 
occur, jobs are permanently lost, and some farmers suffer losses. Those 
who own E bonds or other riskless assets have a cushion which permits 
consumption expenditures to be maintained at levels higher than 
would otherwise be possible. Coupled with the inflationary inclina- 
tions of a considerable part of the public, including business organi- 
zations, the contingency function of E bonds provides the basis for a 
larger aggregate inflationary result than would be likely if people were 
holding tax receipts, for example, instead of government debt. These 
considerations suggest that E bonds have played an important role 
in aggravating the inflationary pressures since V-J Day and may 
continue to do so for some time. 

Demand liabilities in the form of government debt, such as E bonds, 
allow their holders to make expenditures without having to induce 
others to give up money. There is, in other words, a wide range of 
freedom in which the millions holding debt can determine how much 
inflation the economy experiences and at what rate. If insufficient 
expenditures were our main monetary problem, the presence of these 
large quantities of riskless assets would be a blessing. But in that 
case there would be little justification for paying interest. It seems 
to me that government debt should be so constituted that it maximizes 
the power of the responsible administrative authorities to exercise 
intelligent direction of monetary affairs. Laissez faire as a monetary 
policy should have died long ago. No one can foresee what specific 
monetary policies will be needed in the future. It is not safe to assume, 
as many have, that chronic deficiency in aggregate demands for output 
will be our long-run problem. We can be reasonably confident that the 
United States economic system will continue to be subject to in- 
stability and should prepare accordingly. At present, the huge amounts 
of riskless assets in the hands of individuals and businesses and banks 
leave the control of money to private decision. Theoretically, com- 
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pensatory fiscal action could nullify inflationary pressure, but this 
requires political action too unpopular to be dependable. 

A stride in the direction of greater control is to eliminate E bonds 
and similar securities by offering nondemand liabilities in their place. 
It is not suggested that the Treasury should renege on its contract with 
holders of E bonds or other government debt. Rather, securities should 
be offered which the public will prefer to E bonds and which they 
will buy and hold instead of buying output. Perpetual securities with- 
out price support are a possibility, but I doubt if they would be 
sufficiently attractive in the present setting except at a much higher 
interest rate than now prevails on long-term Treasury bonds. The 
introduction of marketable securities yielding a high rate would 
severely unsettle the remaining portion of the debt, and the repercus- 
sions upon financial institutions might make the remedy worse than 
the cure. A superior debt instrument, but one involving a greater de- 
parture from standard debt forms, would be a noncashable annuity 
with the income adjusted wholly or in part for changes in the cost 
of living. This type of protection is not now provided privately and 
is not likely to be as long as insurance companies continue to concen- 
trate their assets in government debt. The desire for income protection 
in advanced years is a powerful one, and it is likely that many holders 
of E bonds and idle cash would be willing to forego short-run pro- 
tection for the Jonger-run protection of such annuities. As a counter- 
inflationary device, annuities would be much more effective than cash- 
like debt, since after people acquired this Treasury obligation, they 
could not use it as a basis for expenditure. In times.of depression, on 
the other hand, the Treasury could permit holders of annuities to cash 
them as a temporary privilige and thereby give the securities the 
characteristics of cash when an expansion policy is needed. No such 
flexibility is possible with the debt instruments now used by the 
Treasury. 

The interest cost of annuities would be greater in all likelihood 
than present interest charges, and this is a possible objection to chang- 
ing to the issuance of debt instruments which are unlike money. But 
under present practices, the interest payments of the Treasury are 
providing little or no social gains in return. People who prefer risk- 
less assets regardless of yield are now paid interest to hold E bonds 
when, without this security to acquire, they would hold spendable 
money instead. E bond owners are not likely to forego purchasing 
new cars or houses because of the interest lost by cashing the bonds. 
If the cost of placing less money-like assets in the hands of the public 
is higher’ interest charges, the gain is the greater opportunity for the 
Treasury to apply economic intelligence to public ends. 
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INTERNATIONAL VERSUS DOMESTIC MONEY ` `s 
S By RoBgRT TRIFFIN — 
International Monetary Fund 


mo 


l The topic of this paper, and its brevity, invite commonplaces. The 

-- mést trite of such commonplaces is the once original observation that 
the gold standard was in essence an international monetary system, 

` and that its breakdown in the interwar period represented the triumph 
of, monetary nationalism over monetary internationalism. c 

Since your Chairman begged for originality in these papers, I shall 
try to defend exactly the opposite thesis. Paradoxical as it may sound, 
I submit to you that the general abandonment of the gold standard 
in the thirties was a reaction, not against international monetary or- 
ganization, but against the lack of any such organization. I also sug- 
gest that an international monetary system cannot be approached by 
renunciation of national instruments of monetary policy, but implies, 
on the contrary, the strengthening of such instruments and their effec- 
tive utilization and integration into an international policy framework. 
In other words, monetary internationalism must begin in the sphere 
of ends and policies rather than of means and techniques. N 

The automatism of the gold standard excluded any control, whether 
national or international, over monetary phenomena. It precluded, 

’ therefore, the development of an international monetary policy, by 
denying the means of carrying out any such policy. This laissez faire 
attitude was defended, here as in other areas of economic life, as the 
sure path to economic balance and equilibrium. It is curious to reflect 

on.the survival of this philosophy in the field of international relations, 
long after its abandonment by most economists in the field of domestic 4 
economic policies. 

The prestige of the gold standard as a mechanism ensuring inter- 
national monetary balance can be traced back to the classical analysis 
of balance-of-payments readjustments. This analysis, however, was de- 
veloped in terms of a special category of disequilibria, originating in 
-cost maladjustments between a single country and the rest of the 
world.’ It was never intended to apply to world-wide disequilibria 
associated with the phases of the international business cycle. The 
classical analysis, moreover, was greatly distorted in the twenties by 
the famous “rules of the game” school of monetary and central 
banking advisers.* j 

*I cannot elaborate or substantiate these statements here, and must refer the reader to 7 
my forthcoming paper, “National Central Banking and the International Economy” in 


The United States in World Trade and Finance (No. 7 of the series “Postwar Economic 
Studies, ” Board of Governors of the Federal Reservé System). 
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In the case of cyclical world-wide disturbances in balance of pay- 
ments, the result of both the gold standard automatism and the “rules of 
the game” policies was to ensure the propagation of the cycle ftom 
the centers of cyclical disturbances to outlying geographical areas. 
In doing so, they accentuated rather than ‘corrected the intensity of 
cyclical fluctuations the world over. l 

Facts proved stronger than theories and most nations finally threw 
orthodoxy to the winds, and embarked instead upon compensatory 
monetary policies, behind the protective wall of currency devaluation 
and of exchange or trade controls. These measures, hastily devised, 
and with purely nationalistic objectives and criteria of administration, 
were often internationally harmful and mutually self-defeating. They 
have, however, enriched the apparatus through which monetary policy 
can be made effective. The situation calls for exorcism rather than for 
excommunication. The new weapons should not be scrapped indis- 
criminately—an objective on which general agreement would, anyway, 
be impossible—but harmonized and integrated, through international 
consultation, into the implementation of internationally defined mone- 
tary objectives. This would increase their national effectiveness, as 
well as ensure their international usefulness. 

Progress along this path will be made incomparably easier by the 
creation of the International Monetary Fund. The Fund quotas will 
decrease the need for, and offer an alternative to, national restrictions 
on exchange transactions. The quotas, however, may be insufficient to 
maintain free and stable exchange in cases of acute disequilibria in the 
balances of payments. In this case, international consultation will 
help select the measures most appropriate to the situation. Funda- 
mental disequilibria cannot be corrected through exchange control 
measures, but call for lasting measures of readjustment, one of which 
may be a modification of the currency’s par value. On the other hand, 
changes in parity would generally be inadvisable as a remedy. for 
temporary disequilibria, since they would actually disturb the inter- 
national balance of prices and costs, once the temporary factors have 
ceased to act. As a measure of last resort, nondiscriminatory controls 
may then prove the lesser evil, from the international as well as from 
the domestic viewpoint. 

The task of the Fund will precisely be to examine these and other 
alternatives in order to reach agreement, in each concrete case, as to 
the most suitable policies, the extent to which action must go, and the 
ways to minimize harmful effects on other countries. The Fund’s 
philosophy should not be frozen, especially at this early stage, into 
the rigid, ready-made formulas which have so often contributed to the 
sterility of previous efforts at international economic collaboration 
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and organization. The infinite diversity of regional and other conditions 
' which shape up a country’s problem should be fully recognized. On 
the other hand, the imposition of exchange controls, changes in parity 
. and other similar measures deeply affect the economy of other coun- 
tries and are of vital concern to the international community as well 
as to the particular country which seeks their adoption. International 
monetary order cannot be achieved by a return to gold standard 
ideals of international laissez faire. It implies positive action and 
policy, but, as distinct from the thirties, through international co-opera- 
tion rather than through international anarchy. 


{í 


&. 


a- .- 


ahs. 


MONEY AS NUMERAIRE 


By WALTER P. EGLE 
University of Cincinnati 


The following discussion of money as muméraire ar, tn nse a mare 
familiar term, unit of account, concerns itself entirely with the problem 
of over-all economic stabilization. The would-be stabilized economy 
is meant to be an essentially private enterprise type of economy. This 
excludes not only a system of state-owned and controlled enterprise but 
also a system of rigorous governmental planning involving retention 
of private ownership with a more or less complete shift of control over 
the use of resources from individuals to central government. In organi- 
zations of this kind the achievement of stability is compatible with 
monetary conditions and monetary policies which would preclude sta- 
bility of employment or activity under the assumption of private 
enterprise. It does not exclude, however, the use of government as a 
flexible balance wheel, exemplified, in particular, by countercyclically 
varying—compensatory—budgetary operations. Even if such fiscal 
stabilizing policy is primarily operated on the side of expenditures 
and not so much in terms of variable taxes, the economy can be said 
to conform, by and large, to the notion of a syste `> of private enter- 
prise. But no objections are raised here against calling this type of 
arrangement a “mixed” or “dual” economy, provided it is understood 
that the government merely adjusts its budgetary operations to actual 
or anticipated fluctuations of private investment and privately gen- 
erated income. In this sense, compensatory fiscal policy is merely 
a development from central banking methods of over-all control; i.e., 
a development sponsored by those experts on stabilization who are 
skeptical with respect to the effectiveness of central-banking instru- 
ments of control of total effective demand. 

The problem of stagnation, and hence of governmental policy de- 
signed to compensate for chronic underemployment, will be ignored. 
So will the proposal for full employment—in favor of the proposal 
to adopt the mean level of booms and slumps as the objective of 
stabilizing procedure. Both the assumption of chronic underemploy- 
ment (for reasons other than monopolistic forces, i.e., forces which 
presumably are controllable within the framework of private enter- 
prise) and the pursuit of an employment objective which capitalism 
has never been able to achieve consistently and lastingly, account for 
perpetual expansive activity of the state, and, therefore, for a gradual 
but inevitable transition of our economy toward a system of state- 
owned enterprise.’ 


+I am not referring to the proposal for a “transitional” program of public works programs 
designed to help breaking private monopolies (driving a wedge of public enterprise into 
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Among the members of the ‘profession who devote themselves to the 
problem of stabilization for an economy of this type there exists a 
strong predilection for stable money. In one version, stabilizing pro- 


cedure is not to go beyond the achievement of stable money, in terms” 


of a stable level of prices. Here the elimination of price level fluctua- 
tions stands for the entire over-all stabilizing program. It is contended 
that stable money will secure stability of total employment and total 
effective demand and that it is neither necessary nor legitimate (i.e., 
from the standpoint of libertarian, individualistic, economic philoso- 
phy) to adopt stable employment as a direct objective of governmental 
economic policy. The achievement of stable money is to go hand in hand 
with a vigorous program of establishing competitively flexible prices. 
The latter program is to serve two purposes: first, to make private 
industry gradually absorb “structural” unemployment, and, secondly, 
to establish a level of prices which is highly sensitive to fluctuations 
in total effective demand,-so that the price level may become a prompt 
announcer of trouble. Ability of prices in general to change in accord- 
. ance with fluctuations in total outlay is not desired for the purpose of 
making the community rely on price-flexibility as a restorer of over-all 
stability. Rather it is desired for the sake of establishing the price 
level as a promptly operating guide for stabilizing action. 

Behind this, of course, stands the conviction that unstable money, 
or unstable expectations with respect to prices in general, are the chief, 


if not the only, cause of business fluctuations. To eliminate from price - 


expectations the monetary element of uncertainty (leaving room only 
for relative price changes in accordance with shifts in demand)? it is 
said to be necessary to establish, in the public’s mind, lasting confi- 
dence that fluctuations in the general scale of prices will under no 
circumstances be allowed to occur. This involves a governmental 
guarantee of stable prices, meaning demonstrated ability and responsi- 
bility on the part of the government (the logical agency in charge of 
monetary policy) to vigorously counteract whatever incipient price 
inflation or deflation may occur. If I am not mistaken, the stable-money 
school would reject the argument that in the past we have had 


monopolistic industries). This proposal really belongs to the category of measures which 
aim at the achievement of full employment via the enforcement of a competitive price 
system; i.e, the “classical” approach to full employment. Proponents of this method, 
like Professor Ellis, are.not afraid of more than purely temporary (countercyclical) deficit 
financing, provided public loan expenditures for governmental investment are directed 
into channels which promise the proper results from the standpoint of the ideal of com- 
petition. 

“Or costs of production, in connection with technological progress. Strictly speaking, the 
stable money school is merely asking for predictability of the value of-money. It could 
therefore make allowance for a gradually falling price level of goods and services in 
conjunction with technological progress, provided there were some regularity about the : 
rate of progress and its effects on the price level. . 
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periods of fairly stable money without having managed to get rid of 
cycles, presumably for the reason that such stability of the value of 
money was merely a historical accident, or the result of no more 
than a “policy.” Tn other words, the past would prove nothing for an 
arrangement according to which the achievement of stable money is 
to become a matter of an unconditional and absolute “must.” Vigorous 
efforts of the authority in charge of monetary policy, throughout a 
transitional period of indeterminate length, would eventually lead. 
to firm public confidence in the stability of our money, and thus lead 
to stable price expectations. The implementation of such guarantee 
is not always the same. According to some members of this school, 
the guarantee is to be given in the form of an automatic multiple com- 
modity standard (commodity reserve currency proposal), according 
to which the government is to buy or sell a certain aggregate of basic 
raw material at a fixed (average) currency price. According to others, 
the guarantee is to be furnished in the form of a mandatory price 
level stability rule, implemented by variable taxation. Despite their 
different appearances the two types of proposals are in fact very closely 
related to each other. They are both examples of the design of auto- 
matic compensatory monetary devices, one presented in the traditional 
form of an automatic commodity standard, and the other in the less 
familiar form of what may be called “automatic management” (the 
monetary agency would be held to mechanically increase or decrease 
the stock of money in accordance with an incipient fall or rise of 
the price level). 

These ventures are subject to a great deal of doubt, both theo- 
retically and from the standpoint of policy making. The theoretical 
doubts center around the contention that money is the exclusive cause 
of cyclical instability; i.e., that we must discard all theories of the 
cycle which operate with such potential causes as, for example, a wave- 
like character of technological progress, or of business psychology, 
or of crops, etc. From the standpoint of policy, one cannot help being 
impressed by the tremendous political and administrative difficulties 
of reform designed to establish a crowd of competitors in all industries 
and to secure a price system sufficiently sensitive to fluctuations in 
total effective demand in order to install the price level as a promptly 
working guide for stabilizing operations. The proponents of these 
schemes appear to be aware of these difficulties and, in an air of realism, 
suggest that the stable-money approach could be carried into effect 
prior to the establishment of a competitively flexible price system, 
through the selection of prices of commodities which refer to industries 
now working under competitive conditions. In this sense, it has been 
frequently suggested that the community should select an aggregate 
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of raw-material prices for purposes of index making. This proposal 
raises doubts on several scores. In the first place, the process of 
narrowing the choice of prices involves the danger that the constructed 
index loses the quality of a truly representative measure of the value 
of money. A raw-material price index may have some bearing on the 
ideas which producers form with respect to the behavior of the value 
of money, but it would have little significance as regards the largd 
masses of consumers and wage earners. i 

From this viewpoint it is probably sound to argue that an average 
of prices which is to be meaningful as a measure of changes in the 
value of money, should comprise a large number of prices of consumers 
goods and personal services. But, perhaps, there exists no average of 
prices which is, par excellence, the measure of the value of money, 
so that some economists have a point when they argue that the choice 
of index numbers depends largely on what we wish to stabilize. For 
example, if we wish to prevent violent changes in inventory policy, 
it may be meaningful to stabilize an average of raw-material prices, 
although it would be certainly daring to claim that conspicuous shifts 
from inventories into money, and vice versa, are caused by nothing 
but unstable price expectations with respect to raw materials. In fact, 
if we decided to stabilize rigorously some raw-material index, in the 
expectation that this measure would give us over-all stability of the 
economy, we would most likely be sadly disappointed unless we had 
resorted, at the same time, to stabilizing machinery in other respects. 


Secondly, those who would pick out a selective index of raw ma-. 


terials are confronted with the difficulty that the movements of such 
an. index, in a world of otherwise rigid or sticky prices, cannot be 
expected to be'truly indicative of fluctuations in total effective demand 
and employment. As I see it, there are two different theories con- 
cerning the behavior of the scale of competitively flexible prices vis-à- 
vis an important sector of monopolistically rigid prices, or rigidities due 
to nonprice competition. One is that the instability of the competitively 
flexible prices is exaggerated by the coexistence of rigid prices, with the 
effect that the changes in the scale of flexible prices cease to be a 
true measure of changes in total outlay or employment. The other 
theory is that the level of flexible prices is, so to speak, protected by 
the rigid ones, in the sense that rigidity in the prices of major com- 
modities or factors serve to prevent cumulative monetary processes; 
i.e., violent and bottomless deflationary or inflationary spirals. The 
' last word on these two theories has not yet been spoken, but it seems 
. to me that they are not necessarily incompatible. For example, it is 
quite possible to argue that in times of shrinking total outlay monopo- 
. lists and industries given to nonprice competition will “squeeze” the 
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competitive sectors of the economy (through sacrificing output and 
employment to selling price, and otherwise), and yet at the same time 
to claim a certain capacity of major rigid factor and commodity prices 
to check a deflationary spiral, so that in the end the level of flexible 
prices may not come to move downwards as fast and as far as it might 
if all prices of commodities and factors were immediately adjustable 
to a shrinkage in total effective demand. But be that as it may, it is 
prima facie unlikely that the scale of competitively flexible prices, 
flanked by rigid prices, will behave as it would under the condition 
of generally flexible prices. 

Given the various types of price rigidities, a general and more nearly 
representative price average, made up of consumers goods, services, 
producers goods, etc., would fail to satisfy as a guide for stabilizing 
action, even if the methods designed to stabilize such a price index 
would proceed through channels which could not help but touch 
employment and, generally speaking, cause the issue of stable money 
versus stable employment to be no more than a quibbling over words. 
If, for example, such an average would fail to register fluctuations 
in total employment amounting to from 5 to 8 million workers, it 
would be a decidedly slow guide. Compensatory action might be too 
late and too little. 

Of course, some allowance for implicit price changes in connection 
with nonprice competition could be made as far as indexes are con- 
cerned. That is to say, the habit of producers to push the sale of 
luxury brands at the expense of low-priced brands (of essentially the 
same substantive quality as the luxury brands) in times of expanded 
monetary demand could be registered by making corresponding changes 
in the weighting of the index. In the same sense, an allowance could 
be made for a lowering of quantity per unit of branded commodity. 
Analogous revisions of the index could be made in times of contracting 
total demand when, presumably, producers tend to switch from luxury 
to low-priced brands. This way the index could be made to tell the 
public more nearly and precisely what was happening to the value of 
money. But a strong argument can be made to the effect that the 
public would fail to be impressed by this type of changes in the money 
value, at least not as much as if prices “actually” changed. In other 
words, it is doubtful whether changes in the value of money of this 
kind cause that sort of instability of price expectations which is im- 
pressed upon the student of this school as the major cause of business 
cycles. 

All this does not mean that efforts to stabilize the value of money 
and thus to arrive at a reliable and predictable quality of money as a 
unit of account are misplaced from the standpoint of the general aim 
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to get rid of violent business fluctuations. On the contrary,” notwith- ” 
standing the recent revival of the proposal to implement full employ- 
ment policy through an inflationary lowering of real wages (Keynes), 
- the profession, after disposing of this notion, has made an impressive 


stand on the desirability of a stable money value. As Professor Hart , 


suggests,- “measures proposed to support employment are largely of 
such a character as to put upward pressure on price levels. Measures 
designed to thwart an upward drift of prices are likely to be of such-a 
character as to increase unemployment. Neither the objective of full 
employment nor the objective of, price level stability, consequently, 
can be pursued with complete singlé-mindedness.’’* Consequently, the 
frequent assertions among current stabilization experts that violent 
fluctuations in the money value must be avoided can only proceed at 
the expense of ambitious definitions of full employment or else they 
‘are not sincere. The desirability of stable money, however, is argued 
for more reasons than the concern about the destabilizing influence of 
_ uncertainty as to the money value. Those imbued with the need for con- 
‘tinuous and heavy fiscal compensatory operations favor price level 
stability primarily for the reason that intelligent anticipatory (preven- 
tive) budgetary policy strongly suggests reliance on a stable money 
value. Those who think in terms of a quasi-self-sustaining equilibrium 
and who associate this state of affairs with a high-consumption econ- 
omy, favor,stable money as protection against the danger that govern- 
_ mental encouragement or sanction of aggressive wage policy (as a 
means toward lifting the consumption function) may be spoiled by 
price inflation; i.e., fall of real wages. 

How much these “administrative” reasons count—in the eyes- of 
those who are motivated by them—in comparison with the individual- 
istic or, shall we say, capitalistic element of unstable expectations, is 
difficult to say. There is of course interaction between these elements. 
If the employment objective is chosen wisely, i.e., at such a level that 


we.do not need to face inflationary pressures, and if, consequently, the — 


public begins to acquire confidence in the stability of our money value, 
then the practical significance of. the neoclassical concern about rapid 
changes of liquidity preference is clearly diminished. On the other 
hand, the prevalence of confidence among management, labor, and 
consumers that the value of the money-unit will be stable is likely to 
`. diminish the burden which rests upon the stabilizing authority. To say 


that, after a transitional-period of most energetic stabilizing operations, _ 


the operative burden of the agency will be lessened, does not amount 
‘to the notion that effective stabilizing procedure will eventually become 


* Albert G. Hart, “The Problem of ‘Full Employment’ ; ee Issues, and Policies,” 
American Economic Review, May, 1946, p. 280, ; , 
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fully “self-enforcing.” I have no confidence in the proposition that 
eventually the stabilizing agency can afford to be “neutral.” Neverthe- 
less, it is quite true that stabilizing efforts, if they are to proceed 
without leading to an overgrowth of government, must eventually 
succeed in establishing public confidence and co-operation. Such cuu- 
fidence will express itself in terms of a steadier flow of private invest- 
ment and consumers’ outlay. e 


SUMMARY AND COMMENTS. 


© By Howard S. ELLIS 
University of California 


It may be profitable to bring into strong relief some main lines of 
agreement and disagreement in the foregoing papers. No one will have 
missed the ground common to Lerner and Graham, and the similarity 
in the views of Simmons and Rolph. Lerner and Graham take almost 
diametrically opposed points of departure in nominalist and com- 
modity theories-of money respectively, but they share a considerable 
faith in contracyclical monetary policy;_neither, however, regards the 
supply of money in isolation as the key point; but both would envisage 
large-scale stabilizing operations by the monetary authority in the 
markets -of staple or standard commodities. With Graham these com- 
modities would be more or less prescribed in advance and tied up with 
a specific price index which is to be stabilized, whereas Lerner would 
probably leave the stabilizing operations to administrative discretion. 

Simmons and Rolph have in common a concern for the revitalizing 
of monetary control through a sharper separation in actual practice 
between money and other things. Simmons gives an answer to the 
question once asked by Samuelson as to why the 2 per cent war might 
not as well have been a'l per cent war;* namely that “2 per cent was 
possibly too high a price to pay to get people to give up money for 
securities which are only slightly less liquid than money.” And the 
cost of this extravagance—giving too much liquidity for the price— 
Rolph points out in the present redemption rate of series E bonds, 
which embodies the inflationary effect of these securities upon con- 
sumers goods. Simmons does not go extensively into the problem of 
present measures to put the supply of dollars under effective control, 
but he does say trenchantly that only a central bank can create 
liquidity. As a move in the direction of making the public dependent 
upon the liquidity created by the central bank, Rolph suggests that 
the Treasury sell noncashable annuities with future income adjusted 
to changes in the cost of living. Incidentally, no one in the present 
panel has explicitly championed the proposal that commercial banks 
be required to hold reserves of low-yield Treasury certificates. And no 
one has echoed the idea that the “changing character of money” lies 
in a tendency to shift monetary policy from regulating quantity to 
prescribing the ways in which money can be used. 

There seems to be virtual unanimity, however, on a number of 


*Paul Samuelson, “The Effect of Interest-Rate Increases on the Banking System,” 
American Economic Review, March, 1945, pp. 16-28. 


as 
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important points. Everyone would agree with the sentiment, dramati- 
cally phrased by Rolph, that “laissez faire as a monetary policy should 
have died long ago.” So far as any expressions were forthcoming, 
stability of prices is accepted as a factor contributing to general eco- 
nomic stability. Egle quite properly sounds a warning that price-level 
stability is not an end in itself, but only a means toward the more 
important goals of stable national income and employment. He seems 
also to feel that umbrage is sometimes unjustly cast upon this aim by 
giving it a completely absolute form. One might quite reasonably 
attach great importance to avoiding large swings in prices and still 
hold that a mild advance of prices could be beneficial in major transi- 
tions, such as launching or terminating a war economy, or pursuing 
full employment policies even “normally.” Niebyl’s paper breathes a 
fervent resentment of the arbitrary dislocations of wealth and income 
produced by inflation, and implies a reasonably stable pricing unit as 
an instrument of social justice. 

In passing I may perhaps be permitted to express my disagreement 
with Egle’s reconciliation between those who believe that rigid prices 
and those who believe that flexible prices contribute to economic sta- 
bility. The rigid price sector may conceivably cause a price index to 
decline more slowly in depression than if the administered price sector 
were more flexible; but this supposed gain is illusory because this rela- 
tive inflexibility of prices downward is purchased at the cost of con- 
tracting employment and output. This seems to reverse means and end, 
and to give price stability precedence over production. In my own 
judgment the stable versus flexible issue is rarely joined correctly. 
What the proponents of flexible prices want, or ought to want, is not 
more general deflation in a depression, but rather more flexibility of 
prices within the price system relatively to one another always, which 
comes pretty much to wanting to lessen monopoly restriction of output 
and employment. And what the proponents of stable prices want, or 
ought to want, is not more monopoly and unemployment, but the 
avoidance of general deflation. Both aims are thoroughly compatible: 
a reduction of the power of monopoly elements in the system and 
monetary and fiscal policy oriented toward price and income stability. 
Indeed, they are highly complementary goals. If I do not err, a similar 
conviction is reflected in Niebyl’s remarks. 

But to progress to other points of agreement. Purely monetary 
devices are generally esteemed to be inadequate, though control over 
the quantity of money is always assigned a role. Rolph and Simmons 
emphasize the debt structure as impinging intimately on monetary con- 
trol. Simmons points to the futility of merely trying in a period of slack 
to “build a fire under money” by taxing balances, etc.; remedial meas- 
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ures must reach down into the fundamental causes of uncertainty, 
which is after all the reason why people hoard. Amongst factors reduc- 
ing uncertainty, Egle would give weight to a conviction on the part of 
the public that government meant firmly to pursue a high level em- 
ployment policy+I have already mentioned stabilizing operations on 
commodity markets by the state, advocated here in differing forms by 
Graham and Lerner, and elsewhere i in still different forms by Copeland 
and Ezekiel. Lerner would go much further, in assuring monetary 
control by government control of wage rates and markup margins, a 


proposal which raises the perennial question as to whether full employ- . 


ment is achievable without virtual state socialism. ; 

The papers in the present session emphasize the changing character 
of money in the one really important sense of “character,” which is 
how we regard the entity. If it were necessary to compress this chang- 
ing character of money into a single sentence, it would be that the 
economist comes more and more to associate money inextricably with 
the society in which it functions. The time-honored conclusion of mone- 
tary theory favorable to a stable value unit has been accorded a high 
place in the present discussions; but no one imagines this end amenable 
to rigorously “pure” monetary management. Intimately associated with 
monetary control is the management of the debt; and fiscal policy is 
almost indissolubly associated with monetary control. Back of these 
are the basic structural problems of our society: instability, immobility 
of resources, inequality of opportunity, and monopoly. It is impossible 
to conceive any really basic “monetary” reform which would not involve 
progress in these fundamental matters, not only within a single country, 
but also, as Triffin has emphasized, in the international scene. Perhaps 
monetary theory will have reached its highest advancement when its 
content has come to be so intimately associated with “the economy as 
a whole” that it disappears as a separate discipline. 


. THE ROLE OF SOCIAL SECURITY IN 
A STABLE PROSPERITY 


SOCIAL SECURITY IN AN UNSTABLE WORLD 


By Lewis’ MERIAM 
Brookings Institution 


This paper will be centered on two major theses: 

1. The formal social security system is a minor factor in the quest 
for economic stability. 

2. The utility of a social security system such as that toward which 
we are tending is dubious unless economic stability is attained. 

Those of us who have lived through two world wars scarcely need 
be reminded of what wars do to economic stability. The victorious 
nations emerge to face situations which from the standpoint of what 
ought to be done and how it should be done are more difficult than 
war itself. Political divisions among the victorious allies and among 
the people of a single victorious nation are broadened and intensified 
and lead to bitter controversies. As to the vanquished, many of us will 
recall our studies of the social security legislation of Germany prior 
to the first World War and possibly our admiration for the efficiency 
that country had attained in the administration of government. The 
example of Germany today does not greatly advance the cause of those 
who would have the United States follow the policies adopted in 
Western Europe. 

Never before has it seemed so clear that the social security of any 
major nation depends upon its productive capacity. To protect its 
people in an uncertain world it must be in the forefront of technological 
advance and productive efficiency. Few, I believe, would question the 
assertion that the final outcome of the second World War was in large 
measure determined by the productive efficiency of the United States. 
Under the free enterprise system the country had developed what was 
popularly termed “the know-how.” The extensive development of 
capital resulted in great output per man-hour. Despite the goods and 
services poured into the war effort the people of the United States 
still.maintained a level of living far superior to that which many other 
countries had had even in years of peace. Shortages existed to be sure, 
but they were shortages of what in most other countries were luxury 
goods. 

Productive efficiency must be emphasized as the main source of 
social security, because in the thirties an opinion was widely held and 
disseminated that the United States had solved its problems of produc- 
tion and that its major difficulties were distributive. That view was in 
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part isolationist, based on concepts of a largely closed national economy. 
Of the many widely accepted views of that day I shall mention three— 


the passage of the frontier, the diminished need for capital, and surplus. 


manpower. l 

Today a widely ‘accepted view is that preservation of social security 
from its chief destroyer depends upon improving thé” productive 
efficiency of the world and more particularly of war devastated and 
industrially retarded nations. Mechanization and improvement of agri- 
culture should be specifically mentioned as it sets labor free for the 
development of other industries. If this goal of greatly increased pro- 
ductive efficiency is to.be achieved, the United States has new eco- 
nomic frontiers, a tremendous demand for capital, and a shortage 
rather than a surplus of manpower. If the nation is to have the social 
security afforded by reasonably full employment. for long working 


weeks, a great demand for its capital goods, and the high level of living - 


possible under such conditions, it must accept in payment for its efforts 
goods and services from abroad. Social security will thus be advanced 
in three ways: by mdintaining the productive efficiency of the United 
States, by lessening international unrest and discontent, and by main- 
taining a close approach to full employment. 

Thus with the world situation what it is today it seems to me that 


the formal social security system that a nation may adopt is a dis- - 


tinctly minor factor in the quest for economic stability. 

The second thesis relates to the utility of social security systems 
based on principles of insurance and promising fixed money benefits 
upon the happening of certain contingencies in the future; in the case 
of old-age insurance the fairly distant future. 

It appears self-evident that real social security depends not upon 
the money income of the beneficiary but upon whether that income will 
purchase the necessary food, shelter, clothing, and medical care re- 
quired by the recipient at the prices which prevail when he is on benefit. 
If an insurance system is to be effective in attaining its objectives, the 
country must have either a stable price level or a price level that tends 
to fall insofar as the necessaries of life are concerned. If it be assumed 


that peace and productive efficiency are both maintained then the chief . 


threat to such a system is the upward spiral of wages and prices that 
is one of the phenomena of a free economy and perhaps of a demo- 
cratic responsible government. 

Several points require emphasis in connection with this particular 
subject. 

Social security benefits and other forms of fixed money income are 
of major economic and social concern when the recipient is dependent 


on them for the necessaries of life. Dependence arises when he is no | 
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longer a direct earner or when the breadwinner upon whom he has 
been dependent is no longer an earner. The recipient is then unable to 
profit from an increase in wages made to offset an increase’ in prices 
nor in an increase in prices of foodstuffs and other agricultural products 
brought about by governmental action in the interests of agricultural 
producers. If persons dependent on fixed money incomes are not to be 
harmed by wage increases, those increases must not result in higher 
prices. In times of scarcity of goods in relation to effective demand, 
producers and distributors must not take advantage of the opportunity 
to raise prices. Labor, management, and distributors must accept and 
practice the principle that the advantages of technological progress are 
to be distributed through a reduction in price from which all may benefit, 
including those who are dependent upon a fixed money income. 

For what may be termed sales reasons, framers of social insurance 
systems tend to place the initial costs of social security benefits in 
substantial measure on employers. In the United States the typical 
employers’ tax is a percentage of the pay of each covered individual, 
not in excess of a specified maximum. Three points with respect to this 
tax should be noted: (1) it bears least heavily on those producers who 
have relatively low labor costs because of their effective use of labor- 
saving devices; (2) it is a tax on employment; and (3) probably to a 
very substantial degree it is shifted forward to consumers or backward 
to labor. In a period of full employment and keen competition for 
labor it seems reasonable to assume that a substantial part of the 
employers pay roll tax can be passed along to consumers in the form of 
higher prices. 

An opinion is frequently encountered in the United States that 
persons who are living entirely on fixed money income, “unearned” as 
it is loosely called, are fair game. People forget that a substantial 
number of these people are widows, orphans, disabled persons, or men 
or women of advanced age. One who has been a resident of Washington 
for many years and has followed even superficially the development 
of the federal retirement system since its adoption in 1921 is familiar 
with the pathetic stories and occasionally with the pathetic figures of 
retired workers who have to make the money benefits of the early 
years of the system maintain them at 1946 prices. The vigorous, force- 
ful representatives of the unions of active employees seeking higher 
pay and better retirement benefits, frequently with the endorsement of 
the A.F.L. or the C.I.O., present a sharp contrast to the elderly and 
generally feeble people who, often without endorsement, plead that 
benefits fixed in the past be raised to restore purchasing power and 
enable them to live. 

Some of you are under retirement plans carried by the Teachers 
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Insurance and Annuity Associaton and are familiar with hë ane N 
issued to your organizations. Lowered. interest rates, greater expecta- ; 


-tion of life, and increased prices make the benefits promised under the 
retirement systems inadequate. Increasing the contributions above the 
old 10 per cent and deferring the retirement age from sixty-five to 
sixty-seven are advised. It is not alone the social security beneficiaries 
whose interests are jeopardized but all those dependent on fixed money 


income—pensions, annuities, life insurance, and bonds, including the 


-widely held and widely advertized government bonds that are to pro- 
vide us with protection in our old age. _ 

A new factor has assumed great significance since the depression of 
the thirties: government responsibility for maintaining prosperity. 

` There is an old adage for those legislators who are largely concerned 
_ with their own re-election: “Never vote against an appropriation; 
` never vote for a tax.” A modern version might be: “Always vote for 
inflation; never vote for deflation.” It is perhaps possible theoretically 
to devise a system of governmental management of the economy which 
will provide shock absorbers snubbing off both the downswings and 
the upswings. These absorbers, however, are not automatic but are 
_ to be operated by political drivers at the controls. Use of controls on 
the downswing will, I believe, be politically imperative. I fear that 
except in time of war the drivers will hesitate deliberately to snub 
off upswings. Pushing that button to check upswings in wages or in 
the price of agricultural commodities is politically hazardous for the 
operator. 

The financial position of the national government is another major 
factor that apparently will operate for many years to require meeting 
any general deflationary trend by action to sustain the national income 

- as expressed in dollars. No attempt will here be made to present figures 
` regarding future demands of the national government for dollars. 


Certain real liabilities which are not represented adequately in present. 


budgets will, however, be briefly mentioned. The national government 
has many contingent liabilities from its. various guarantees, but it can 
avoid having to pay on them if it prevents a general decline in price 
‘levels. An unprecedentedly high percentage of mén and even of women 
are now war veterans. They are possessed of great power as a pressure 
group. Even if they practice extreme self-restraint, heavy payments for 


veterans’ benefits are inevitable. Our participation in world affairs will’ ` 


make substantial demands, even if private investors supply the bulk 
of the loans required for rehabilitation and development of other coun- 
tries. Not very far away is the year when receipts for old age and 
survivors ‘taxes will be insufficient to meet current benefit costs and 
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the government will have to finance the deficiencies. The national 
government, in my opinion, will never default on its obligations for 
social security or for any other obligation, but the purchasing power 
of the money with which it pays may be low. 

At-the risk of repeating what is well known, I must say something 
about the financing of social security. The special taxes levied for old- 
age and survivors insurance have been inadequate to finance that pro- 
gram on anything approaching an actuarial reserve basis. Roughly, the 
taxes are about one-third of what they should have been from the outset 
if the system were to operate on an actuarial basis. Hence there is a 
heavy unrecorded and unfunded debt for old-age and survivors insur- 
ance that is not shown on the Treasury books. Within fifty to sixty 
years benefit payments for old-age and survivors insurance will call 
for several billion dollars a year—from 3 to 6 billion dollars according 
to official estimates for the existing system that excludes several classi- 
fications, the most important of which are agricultural workers, persons 
working on their own account, and workers who do not remain in 
covered employment long enough to attain an insured status. 

The reserves of the social insurance systems, the railroad retirement 
system, and the general civil service retirement system are invested in 
government obligations. When interest on the obligations has become 
due the government has deposited more obligations to pay in the future. 
The money actually paid went in the main for the costs of the war 
and the preceding depression. I do not wish to appear to criticize the 
use of these reserves for financing the war effort. I trust I have made 
it perfectly clear that winning the war was the first essential for social 
security. Had we lost it all the social insurance systems and all the 
retirement systems would be mere paper and we might be as Germany 
is today. The fact remains that the reserves are not governmental assets 
but governmental liabilities and that future generations will have to 


‘supply the money to pay the promised benefits. 


The benefit formula adopted for old-age and survivors insurance in . 
the 1939 amendments requires brief comment. It was so designed that 
persons retiring in the early years of the system received substantial 
windfall benefits. Only a tiny fraction of the actuarial cost of these 
benefits would have been paid by the employee concerned or his em- 
ployer even had Congress permitted the pay roll taxes to advance in 
accordance with the schedule adopted in the original act. From an 
actuarial standpoint these windfall benefits were in effect like benefits 
in respect to past services. The government went heavily in debt to 
provide these unearned benefits, although the debt was not recorded 
on its books. 
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Had these unearned windfall benefits been reserved for persons who 
were actually in need, the action taken by-the government could have 
been severely criticized on only one major ground. The government ` 
reserved this special privilege for a single class—the limited number 
who were able to obtain an insured status under OASI. It did not make 
them available to agricultural workers, persons employed on their own 
account, and thousands who do not remain under OASI long enough to 
attain an insured status. The windfalls were exclusively for a particular 
class. 

The government, however, did not reserve the windfall benefits to 
those in need. It went into debt to provide them for all in the specially 
privileged class without reference to their resources. Persons with an- 
nual earnings of over $3,000 a year received them with respect to their 
earnings not in excess of $250 a month. Many persons of very modest 
` means will be taxed to’ supply these windfall benefits to persons who 

had no real need of the money. It is true these well-to-do beneficiaries 
have paid and will pay heavily in other taxes but so will others who 
have no opportunity to acquire an insured status under OASI and thus 
no chance to profit from this governmental action. The accrued debt 
occasioned by these windfall benefits is passed along to the future. 

A question which must be asked is whether economists and statis- 
ticians can with reasonable accuracy forecast the economic, social, and 
political conditions that will prevail in the United States at the end- of 
the present century or even in 1975. If they cannot, should the nation 
establish a compulsory, universal old-age insurance system that will 
have progressively expanding annual benefits costs which will amount 
to several billion dollars by about the year 2012 and continue at that 
rate indefinitely? 

When one writes and talks in this way against a popular tide—a 
popular tide which is based I believe in no small measure on mis- 
information and inadequate understanding—one is under some obliga- 

_tion to answer the question, “What would you do?” 

I should say at the outset that I should not go to the simple, clear- 
cut, and apparently effective social security devices possible in the 
totalitarian state and I would resist movement in that direction by 
gradualism. è l 

One of my reasons for opposing such`a course may perhaps be 
regarded as emotional but I believe emotions of majorities and of 
‘minorities are real factors in economics and politics. Both in the govern- 
ment service and in private life I have been so often in-a minority 
that the establishment and protection of individual rights seems to me 
to be essential to the pursuit of happiness. I have seen too much of 
government in action to have illusions as to its potentialities for per- 
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fection. People once wielding the power of government are loath to 
see it pass into the hands of others. The power they seek so avidly to 
obtain would be, if exercised by others,-a threat to our democratic 
institutions. 

My second reason is, I hope, less emotional. I have stressed the 
maintenance and development of productive efficiency as the essential 
assurance of social security. I appreciate that the United States was 
endowed with great natural resources but I have never been able to 
attribute to that fact alone its pre-eminence in productive efficiency 
and in the level of living its people have enjoyed. It has presented and 
continues to present great opportunities for individual initiative. 
Thousands of its citizens have attained leadership in its diversified 
activities through methods other than political party membership and 
political manipulations. The existence of these leaders and others 
qualified for leadership permitted the prompt ‘and successful conver- 
sion of our productive resources and our way of life from peace to war. 

Among students of organization and management there is general 
agreement on one point. In large enterprises if the power to make 
decisions is retained at the top of the hierarchy and is not delegated 
down the line, productive efficiency is greatly impaired. Precious time 
is lost as reports and recommendations move slowly up the line and 
decisions move slowly down. Unfortunately in a government service 
many forces operate to influence top officials to retain decision making, 
_since even minor decisions may have political repercussions. Some 
writers on American governmental administration attribute this tend- 
ency to the fact that our top administrators are answerable to- Congress 
and the public and must protect themselves from mistakes by sub- 
ordinates. Even a molehill mistake may become a mountain when a 
Congressional committee gets hold of it. But acquaintances who have 
had close dealings with the Russians tell me that decision making there 
is concentrated at the top to a far greater degree than in either the 
United States or Britain. The penalties for an unapproved decision 
are so severe that few dare to take any action not specifically authorized 
from above. 

In the United States Government it is frequently true that the 
higher a case goes up the hierarchy, the less the detailed knowledge 
of the facts and their implications and the technology; and the greater 
the possibility that the decisions will be arrived at on the basis of 
momentary political expediency. In thousands of cases the immediate 
decision of a foreman on the job would be at least as good as the one 
the administrator would make in Washington days or even weeks later 
and it would get the work done faster. 

Under our American system of free enterprise we have had decen- 
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tralization of power and authority, large opportunity: for initiative and - l 


decision making, and great incentive to get the job done and make a 
profit. The penalty has been a loss. Under our federal form of govern- 
ment our states and local governments have permitted a wide distribu- 
tion of decision making. It has not yet been demonstrated that any 
other system can attain so high a level of productive efficiency and 
technological advance. i 

Holding this point of view I would preserve for the American 
citizen the maximum possible opportunity to venture with his time, 
his talents, and his earnings. I would not compel him to put so much of 
his earnings into social insurance systems either through direct con- 
tributions or indirect taxes that he has little in the way of stakes for 
risk-taking. If the United States is to preserve its. leadership, it must 
give full opportunity to the uncommon man who above his fellows 
possesses talents or inspiration. These are the people who advance 
civilization. Money spent in giving opportunity for talent to demon- 
strate itself and to develop means more for the social security of the 
nation than money spent to protect an individual from the humiliation 
of a means test. 

I am well aware that we have, as every country has, a substantial 
number of persons who are unfortunate. They may be underendowed 
mentally or physically. They may have in some way been under- 
privileged and not been able to take advantage of the opportunities 
commonly open to American youth. They may have been reared in 
communities where opportunities were not available to them. Death or 
disability of a parent may have cut them off from the distributive 
system and left them without provision. Accidents or disease may have 
robbed them of earning power. The downswing of the economic cycle 
may have subjected them to unemployment through no fault of their 
own. Old age may have found them without resources for main- 
tenance. Their sense of values and of their obligation to dependents 
and to society may have been such that they dissipated their talents. 
Whatever the cause, they are people in need. 

To those who are in need according to a reasonable and well-defined 
standard of need I would give from public funds sufficient money to 
relieve that need in accordance with the prevailing price level. Among 
the several functions of government that must be financed from public 
funds I would give relief of need a high priority, although not a first 
priority. I should design a system that made reasonably certain the 
appropriation of the necessary funds and that distributed them with 

` dispatch and accuracy. The means test would be so designed that the 
facts necessary to apply it would be obtained so far as possible by im- 
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. personal, objective, and nondiscriminatory methods, but inquiries to 
verify the facts would probably have to be directed to the individuals 
concerned and to others in the community: In those cases in which 
public services could be rendered that would restore economic efficiency 
or develop it, I believe they should be rendered and acceptance of 
them should be largely compulsory, especially where children are con- 
cerned or where the need arises from what are commonly called bad 
habits or disinclination to work. 

I would not go so far as the Russians have apparently gone in making 
work compulsory at any task assigned the individual by the state for 
such wages and under such conditions as the state may prescribe. 
I should continue our present practice of reserving that treatment for 
inmates of penal institutions. I would say in effect to the persons of 
working age: “So long as you support yourself and those dependent 
upon you by your own efforts and resources, you are free to do as you 
please within the law and work or not as you see fit. If for any reason 
it becomes necessary for you to draw support from public funds, you 
will be expected to comply with the conditions that gove the granting 
of public funds.” 

I would develop credit devices to assist persons who have been 
following the American practice of acquiring private property and are 
caught by the disasters which are embraced within the field of social 
insurance. 

Time does not permit of an elaboration of this sibie but I would 
seek to modify the rigidity of many such contracts, and where private 
financial institutions cannot take the risk I would have the government 
assume it if such action will tide the individual or his family over the 
crisis and insofar as possible restore the persons involved to economic 
and social efficiency. 

To summarize, real social security depends upon the preservation of 
peace, which in turn depends in part upon the maintenance and de- 
velopment of high productive efficiency. The utility of elaborate formal 
systems of social security promising fixed money benefits payable in 
the distant future depends upon the capacity to obtain either stable 
prices or falling prices since the upward spiral of wages and prices 
impairs the purchasing power of fixed money benefits. The world is too 
uncertain to permit of forecasting the future with any degree of assur- 
ance. If the totalitarian state is rejected as the desirable economic and 
social system and if the approach toward it through gradualism is to 
be avoided, then a course consistent with free enterprise should be 
adopted. This course would appear to be to establish a floor below 
which no person would be permitted to fall without becoming im- 
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mediately eligible for assistance from the public treasury, Sale certainly 

and promptly. Persons who can maintain themselves ond. those de- 

pendent upon them at or above the floor should be left free to pursue - 
happiness in their own way provided they stay within the law. The 

government should not go further in redistributing income than: is 

requisite in performing essential public services. Relief of need is one of 

the essential public services entitled to a high priority in the allocation 

of revenues. 


FINANCING SOCIAL SECURITY 


By Extot J. Swan 
Federal Reserve Bank of San Francisco 


The role of social security in stable prosperity depends upon cover- 
age, benefits, conditions of eligibility, and upon the way the system 
is financed, It is the last point with which this paper is primarily con- 
cerned. The degree of protecton afforded the individual and his family 
is of utmost importance. Is the social security program sufficiently 
comprehensive and are benefits adequate to express the desire and 
responsibility of society to provide for those who, for reasons beyond 
their control, are temporarily or permanently nonproducers? The col- 
lection and disbursement of funds involved affect the size of the total 
income flow as well as its distribution, however. Hence a second prob- 
lem also must be faced. Is the program financed in such a way that 
production and employment are encouraged as much as possible? 
A properly financed system cannot only protect the individual, it can 
make a positive contribution to high and stable aggregate employment 
and production. This means that the financing of social security should 
be in accord with a general fiscal policy directed to the same end. This 
has not been true of existing programs. 

Since public assistance is considered a part of general government 
expenditures, this discussion of social security financing will be con- 
fined largely to social insurance. It is the fiscal aspects of social insur- 
ance that are obscured, in large measure because private insurance is 
so often the point of reference in discussion. 

In private insurance, benefits must be paid out of a fund created 
_ and maintained by premiums collected from those insured. Premiums 

must be assessed according to the degree of risk involved and the 
amount of benefit payable. A private insurance company must relate 
costs to benefits, must provide for self-contained and sufficient re- 
serves, and must guarantee the payment of benefits by specific contract. 

None of these is necessary in compulsory social insurance. The direct 
relation between benefits and premiums paid is unnecessary because 
participation is compulsory. A strict relation between benefits and 
contributions is in fact inconsistent with adequate protection; lower 
income. groups cannot pay in full for the protection they receive. 
Separate and self-contained reserves are not mandatory because of the 
existence of the taxing power of government. The guarantee to indi- 
viduals that future obligations will be met rests ultimately not upon a 
record of contributions and the existence of a reserve but upon the 
understanding and acceptance of social security as a necessary public 
responsibility. f 
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If benefits are to be paid out of funds contributed only by or for 
those insured, one of two plans must be used. The system can be 
operated on a pay-as-it-goes basis, with rates adjusted currently to 
meet outlays. A reserve plan can be adopted, with level rates high 
enough to provide reserves to meet future liabilities or contingencies 
over a period of years. If the ultimate liability of government is ad- 
mitted, however, contributions do not have to be directly related to 
benefits, and general revenues may be drawn upon in whole or in part. 
Decisions as to sources of funds become a part of the problem of gen- 
eral fiscal policy. Separate insurance reserves are unnecessary. 

Unemployment compensation and old-age insurance are now fi- 
nanced on a more or less self-contained basis. To use only earmarked 
funds from pay roll taxes and to relate contributions to benefits were 
undoubtedly necessary originally to obtain public acceptance. Also, it 
was and is difficult to justify the use of general revenues so long as 
a large part of the population is not covered. Even so, there are con- 
siderable differences between the financing of the existing system and 
private insurance financing. In the first place, benefits are more gener- 
ous, relative to contributions, for those in lower income groups, for 
persons with dependents, and for older persons, who receive or will 
receive more generous old-age benefits than those contributing over 
most of their working life. Second, pay roll taxes sufficient to create a 
full reserve to take care of increased future liabilities of old-age and 
survivors insurance have not been levied. That the old-age insurance 
plan as now financed will require a government contribution after 
some years is recognized, but only unwillingly and fleetingly by many 
persons. 

Direct contributions from participants should not be abandoned. 
They reflect the desire of persons to pay, at least in part, for what 
they may receive; that is, to participate in financing, not only as 
taxpayers, but also as potential beneficiaries. To maintain the con- 
tributory principle does not justify the use of pay roll taxes on em- 
ployers, however. In fact, the only justification for such levies as ear- 
marked social insurance taxes lies in their use as an incentive to 
reduction of risks. The employer can do something about the risk of 
occupational accident and disease. The adjustment of employer pre- 
miums for workmen’s compensation insurance to the degree of risk 
involved plays a real part in loss prevention. Over other risks of indi- 
vidual income loss, including that of unemployment, the employer has 
little control, however. The application of experience rating to pay 
roll taxes for unemployment is popular. Taxes have been reduced as a 


consequence. But in view of the individual employer’s inability to - . 


deal with the major causes of unemployment, it is doubtful that ex- 
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perience rating has appreciably reduced unemployment. Employer pay 
roll taxes were used originally to justify employee taxes, but perhaps it 
is being increasingly recognized that the incidence of employer con- 
tributions falls elsewhere. Pay roll taxes on employers are productive 
of revenue, but a régressive tax based upon wage payments is of doubt- 
ful value. If a pay roll tax on employers were to be considered as a 
“ part of the general tax structure instead of as a source of social insur- 
ance funds, it hardly seems likely that it would be adopted. 

Recognition of the contributory principle in the form of taxes on 
the income of benficiaries does not necessarily imply that all insurance 
funds should be obtained from that source. Social security benefits, 
along with other government expenditures, should reflect an over-all 
fiscal policy which seeks to restrict expenditure when demand is press- 
ing upon production and to encourage expenditure when deflation ` 
appears. Direct contributions should, at the most, be equal to benefits 
at reasonably full employment. Under such conditions, there would be 
little effect on total consumption expenditure. When benefits increase 
because of more than frictional unemployment, funds should be ob- 
tained, through general revenues, from less deflationary sources. 

It might well prove desirable to increase the expansionary effect of 
benefit payments upon consumption by establishing lower rates of 
direct contribution than those necessary to equal benefits at reasonably 
full employment. This again is a fiscal policy decision, related to the 
distribution of income, the strength of investment demand, other 
sources of Treasury revenues, and similar factors. Like other aspects 
of fiscal policy, the extent to which direct contributions are relied upon 
to meet benefits at high employment should be subject to continuing 
review and altered if conditions warrant. Periodic reconsideration of 
sources of funds would be required because of the increasing old-age 
benefit payments expected over the next several decades, in any event. 

To confine revenues to contributions made by or for those insured 
and to operate within separate and self-sufficient funds simply obscures 
the relation between social insurance financing and general fiscal policy. 
To treat the two as entirely separate factors eliminates no underlying 
problems; it simply makes it more difficult to be consistent. 

For example, a pay-as-you-go program that achieved annual balances 
in social insurance funds would, in depression, either have to provide 
such meager benefits that it would be meaningless, or the rate would 
have to be so high that other taxes levied on contributors would have 
to be lightened or eliminated. Actually, a pay-as-you-go plan for 
unemployment insurance is advocated seriously by few persons, even 
among those who advocate annual balance of the Treasury budget. 
Rather, it is suggested that reserves should be utilized so that what 
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is saved in good years can be paid in bad years. But in drawing on its, 
reserves in depression, the unemployment fund must ask the Treasury - 


to redeem securities held by the fund. To do this, either the Treasury 
borrows from the public or increases its taxes. In the first instance, 
limited compensatory fiscal action is provided. The budget, in a narrow 
sense, may be in balance, but the budget plus the current position of 
the unemployment fund does not balance—more cash is being paid out 
than is being collected in taxes. In the second instance, heavier taxes 
are being collected in depression, which is what would result with a 
pay-as-you-go unemployment insurance fund. The only difference’lies 


in the greater range of tax sources available to the Treasury than to | 


the fund. ; 

A reserve in a comprehensive government insurance program is a 
very different thing than private insurance reserves. A private concern 
can, by accumulating reserves, build up claims against others that can 
be exercised in the future. Government can accumulate no claims 
against “others” in the aggregate. Whatever the financial scheme 
adopted, the goods and services consumed by beneficiaries must come 
currently from the national product. The real burden of maintaining 
the unemployed in depression cannot be placed on the employed during 
prosperity by accumulating dollars; no more can the present genera- 
tion as a whole assume the real burden of maintaining the future aged. 

The government cannot practicably create a reserve in any form 
except its own obligations. There is no reasonable alternative to making 
the cash receipts of a public reserve fund available for Treasury ex- 
penditure or debt redemption and crediting the fund with government 
securities, 

But that one arm of government has a reserve in government bonds 
to meet future obligations does not eliminate the problem of meeting 
those obligations. When the insurance fund must make cash outlays 
over and above its cash receipts, it must draw upon its interest income 
~or upon its reserve. When this happens, the Treasury must provide the 
money, either by taxation or by borrowing. If there were no reserve, 
the same amount could be raised in the same way and transferred to 
the fund as a Treasury expenditure. For example, if the fund exchanges 
Treasury obligations for cash which the Treasury raises by public 
borrowing, it. is true that the public debt has not increased, whereas 
a direct Treasury contribution to the fund, obtained by public bor- 
rowing, does increase the public debt. But in both instances, the public 
debt held outside the government and its agencies, which is ‘the signifi- 
cant measure, has increased. - 

It may be argued that the creation of a reserve reduces the privately- 
held government debt and the resulting interest burden on the public 
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as taxpayers. Therefore it is easier for the government to raise money 
later when it must transfer cash to the insurance fund for benefit pay- 
ments than it would have been in the absence of a reserve. This rests 
upon the assumption, however, that tax revenues other than those from 
pay roll taxes would have been the same, whether pay roll tax revenues 
sufficient to create an insurance reserve had been levied or not. This 
appears to be a dubious assumption. Decisions with respect to taxes 
versus borrowing for purposes of general expenditure can hardly be 
made without reference to the collection of large sums through pay roll 
taxes as insurance contributions. 

Pay roll taxes on employees are desirable in order to retain the con- 
tributory principle to a limited degree. Beyond that, they are simply 
taxes that bear heavily upon consumption. Benefits are government 
expenditures which tend to be promptly and wholly reflected in con- 
sumer expenditures. If social security revenues and benefits are viewed 
in this light as part of the whole fiscal problem facing government, the 
positive role of social security in stable prosperity could be made much 
more consistent and more significant than it now is. 

This approach to social security finance would resolve certain finan- 
cial problems in the existing insurance system. It would eliminate the 
entire debate over the old-age reserve fund. That the old-age insurance 
program has been deflationary since its inception, that it will con- 
tinue to be so for some years as currently financed, and that it would 
be considerably more deflationary over a longer period were a full 
reserve being created, worry almost everyone who has interested him- 
self in the problem. 

Many persons argued against increases in rates of contribution for 
old-age insurance in 1939 because of their deflationary effects. Many 
of these same persons consistently argued for increases in those rates 
in 1943 and subsequent years on the same grounds. But these were 
matters of fiscal policy, not of old-age insurance. That increases were 
scheduled at a time when inflationary pressures were great was acci- 
dental. 

With a fiscal approach, time would not have to be spent in esti- 
mating the amount and duration of unemployment benefits payable 
out of individual state reserves. The abandonment of employer con- 
tributions, with experience rating provisions, would check the fiscally 
unsound practice of lower contributions when unemployment is low 
and higher contributions when unemployment increases. 

The use of government revenues for social insurance benefits carries 
with it certain other implications which should at least be mentioned. 
There should be as nearly complete coverage of the population as is 
administratively feasible. It is hardly equitable to draw upon income 
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taxes, for example, paid by those who are outside the entire program. 
Again, it is difficult to justify the use of general revenues to pay 


benefits well above the minimum to those who, when employed, had - 


larger incomes. Considerably more emphasis upon the adequacy of 
minimum benefits, with a much smaller spread between minimum and 
maximum benefits, would be necessary. 

The plight of those who were too old to qualify for old-age insurance 
benefits might be reconsidered. The use of general revenues as a source 
of funds would strengthen their claim to benefits more or less com- 
; parable to those received by insured workers. Their inclusion would 
mean a marked increase in old-age benefits, which the nation might or 
might not consider it could afford. But if we cannot afford fairly uni- 


versal old-age benefits now, the existence of a reserve will not of itself - 


increase our ability to afford them later. The number of aged will in 


fact be larger, relative to the working force, in the future, than itis at - 


present. 

The integration of social: security finance with Treasury finance 

implies that fiscal aspects of social security should be consistent with 

general fiscal policy. Most important, it implies that general fiscal 
policy should be related to levels of employment and production. In 
periods when consumption expenditure ought to be encouraged, to 
obtain a government contribution to social security benefits from 
sources as regressive as pay roll taxes will not allow either social 
insurance or fiscal policy to play its part in promoting production and 
employment. 

Last, to recognize the relation between the fiscal aspects of social 
security and the general fiscal problem also implies federalization and 
unification of all social insurance programs—a development that: is 
of itself currently as unlikely as the adoption of this entire fiscal ap- 
proach to the financing of social security. Nevertheless, to view the 
financial aspects of social security in these terms brings the issues 
into much clearer focus than they are at present. 


\ 


DISCUSSION 


Hartey L. Lutz: The theme song of this session appears to be stable 
prosperity, and our task in this discussion is to discover the connection, if 
any, that social security may have with that condition. I must begin in a 
skeptical vein. 

1. I doubt if there can be stable prosperity, except in J. B. Clark’s static 
state. i 

2. We would not be satisfied with a-wholly stable prosperity any more than 
we would be with a static state, even if we could achieve it. We should feel 
obliged to resist any change, innovation, or departure from the established 
pattern that would threaten the stability. 

3. Above all, we would dislike stable prosperity attained through govern- 
ment action, for that would involve regimentation and large public spending. 
By this time we know that we have had enough, and more than enough, of 
both. 

Whether we are to have a stable prosperity or, as is more likely, a variable 
prosperity which will include good, middling, and lean years, there would be 
more of it if there were no need of a social security program than there can 
be because we must have such a program. In other words, the social security 
program is a burden to be carried. In the moralistic sense, a burden may be 
a blessing in disguise, but it is seldom so regarded in the field of economics. 

In any event, we do have a social security program with a long, if not in 
all respects a glorious, future before it, because there are and probably always 
will be certain groups of persons who must receive economic assistance. We 
could, for a time, eliminate the need of such assistance by a forcible and 
sufficiently drastic equalization of income. This would shortly become a 
sharing of the poverty rather than the prosperity. Any improvement of low 
incomes that may be achieved through natural and unforced measures would 
be more than welcome. There is no hope of permanent advantage from com- 
pulsory measures-to this end. 

In the economic sense, the support of dependent or needy persons means a 
diversion to their use of a portion of the current product. Originally, it was 
mainly a direct diversion “in kind.” Now it is mainly done by diverting money 
income. Originally, also, individuals and private agencies carried the bulk of 
the load. The share thus carried is still substantial, but the role of government 
in this field has recently been greatly expanded. There is continuous pressure 
to increase the primary responsibility of the public treasury for the support 
of a social security program. s 

Here is the point at which some have sought to establish a connection 
between social security and prosperity. Dr. Townsend came first, and he has 
gone farther than any of his imitators in promising unlimited prosperity by 
a scheme of collecting money from the productive members of the community 
and paying it out to the old folks. 

There has been a lot of talk, including a considerable quantity of nonsense, 
about the effects of the taxes and the payments involved in social security. 
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Actually, the effects here are not distinguishable from the effects of taxing 
and spending generally. Taxing and spending, together, constitute a transfer 
of purchasing power with no alteration of the total, but this does not lessen 
‘the burden for those who must pay the taxes. The support of the nonproducing 
- groups by levying taxes and spending money is a drain upon, not an addition 
to, our prosperity. 

There are two ways of viewing the social security program. One is essen- 
tially the Townsend concept, which involves paying out money to everyone 
under stated conditions, such as a certain age, having a baby, catching a cold, 
and so on. A member of my staff in a study of social security describes this 
general trend as “making a fountain out of a dolehill.” The other approach is 
to regard social security as relief. 

The federal program straddles this issue. A means test is required in all 
categorical assistance, but not in OASI or unemployment compensation. The 
cessation of wage income with unemployment is- generally regarded, however, 
as presumptive evidence of need, and in many cases it is, no doubt, conclusive 
evidence. j 

Our problem is the correct determination of the program we should have. 


In squirming. about to cover up the relief element we have gone semantic, so ` 


we call it “social insurance.” This high-sounding name serves both to confuse 
and to conceal the issue. In no part of the whole program except OASI is there 
even a pretense that the beneficiaries are paying for what they get. Mr. 
Meriam has suggested that the employers’ taxes are shifted to the workers in 
various ways, but no correlation can be established between the amount of 
pay roll tax thus laid on a given employee and the benefits which he may 
eventually receive. The workers contribute nothing directly under unemploy- 
ment compensation except for small supplemental payments in four states— 
Alabama, California, New Jersey, and Rhode Island. Under OASI they supply 
directly only half. The weighting of the OASI formula in favor of the small 
income and coverage of an indefinite number of collateral beneficiaries for 
any given primary beneficiary, suffice to demonstrate the element of relief 
in the only feature of the social security program that thus far has been 
mislabeled insurance. 


No matter how thin you slice it, it is still relief. We should be smart enough 


and courageous enough to recognize and deal with the whole as an out-and-out 
relief program. This would involve a universal means test, with provision 
of public support only when and to the degree that means are lacking or are 
insufficient. : 

If we interpret our social security system, in the economic sense, as a problem 
of relief, which means that it is a burden to be carried, two principal questions 
emerge: How much should be done? How much can be done?. 

Under some circumstances a conflict will ensue between these issues. The 
reasonable minimum that humanity dictates may or may not be within our 
capacity. In such event, capacity obviously must be the controlling factor. 

The answer to the question of how much should be done is that every resident 
of the United States should have enough, by way of consumption goods and 
services, to enable him to live at a reasonable minimum standard of health and 
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decency. This goal requires public provision of the minimum only for those 
who would otherwise not have it. That is, the objective should be to provide 
for the needy. 

If we are to take seriously the projections of the population experts, some 
sobering reflections upon the possible future scope of the social security pro- 
gram are inevitable, even when it is viewed simply as a relief program and 
not as a “ham and eggs” scheme. The following data on the changing age 
distribution are probably familiar to all, 


ESTIMATED FUTURE POPULATION OF THE UNITED STATES, BY AGE DISTRIBUTION? 








1945 1960 1980 
Age Groups. = —— 
Number % Number % Number % 
(000) (000) (000) 

0-14 years 32,150 23.5 31,694 21.5 29,259 21.1 
15-64 “ 94,567 69.4 100,475 68.3 101,712 64.5 
65 and over 9,731 7.1 14,818 10.2 22,051 14.4 

136,448 146,987 153,022 


a W, S. Thompson and P. K. Whelpton, Estimated Future Population, by Age and Sex 
1945-1980 (U. S. Census Bureau). Assumes medium fertility and mortality and no net im- 
migration. 


These projections provide no basis for determining, now, how many of the 
aged in another generation will require public assistance. There is every reason 
to suppose, however, that as the absolute number of persons aged sixty-five 
and over rises, the proportion that will need relief will not be less than now. 
It may be greater. 

In any event, the cost of supporting the aged is destined to rise substantially 
over the next generation. In economic terms this means a diversion of a larger 
share of current product from the use of those who produce it—the active 
workers—to the use of those who no longer contribute directly to the product. 

We can test approximately the difference in the burden of supporting the 
aged with and without a means test. By 1960, there will be some 15,000,000 
persons aged sixty-five and over. If one-third will need assistance and if the 
average allowance were $40 a month, the cost would then be 2.4 billion 
dollars. If payment were made to all who are aged sixty-five and over, regard- 
less of need, the cost at $40 a month would be upwards of 7.2 billions. In 1980, 
the cost for the needy alone would be 3.5 billions, and for a general old-age 
pension, regardless of need, it would exceed 10.5 billions. 

We are dealing here with the one item of old-age relief. When we add the 
other features that have been proposed by way of broadening the social security 
program it should become evident that the cost will rise to an enormous total 
unless steps are taken to restrict this cost to those who clearly and unequivocally 
need help. i 

The extent to which this rising diversion of product will involve a growing 
burden Icads to my second question of how much can we do? The answer here 
turns upon economic productivity. This will become increasingly important, 
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as the composition of the population changes. A relatively smaller group of 
workers must produce enough to provide for themselves and their families and 
also to allow an immensely greater relative diversion to the nonworker groups, 
young and old, but principally the latter. 

We have fallen into the comfortable but rather dangerous habit of assum- 
ing that the increase in productivity which has hitherto characterized the 
growth of our economy will automatically continue. Some who assume this 
evidently believe that the growth will continue, despite the blunders that are 
made and the burdens that are imposed. Sir William Beveridge, for example, 
assumes that the productivity of the English worker will grow at a rate 
sufficient to support his program, despite useless work like digging and filling 
holes, regimentation, and steady inflation of the public debt. A recent White 
Paper is much less optimistic; indeed, it puts production ahead of full employ- 
ment as a goal. Here in the United States we tolerate the malpractices of 
government, illustrated by the levy of severely progressive taxes, and of labor, 
illustrated by limitation of output, “featherbedding,” paying the least efficient 
member of a craft as much as the most efficient, and so on, without regard to 
the effect of these burdens and restrictions upon productivity. 

Instead of the complacency so often encountered as to the automatic and 
inevitable growth of productivity, we should make this a matter of major 
concern. We should realize that this growth depends upon numerous factors 
which can be impaired, thwarted, or destroyed. Among the growth factors are 
inventiveness; the spirit of enterprise, including managerial energy and the 
readiness to assume risks; and a flow of capital into industry to finance the 
maintenance of existing plant and to provide for its improvement and expansion. 
Underlying the vigorous expression of these and other factors essential to 
dynamic growth is the maintenance of economic vigor by leaving with those 
who gain income, by whatever means, Grae of that income to preserve the 
essential incentives. 

Assuming, as I must, that our national geiis are not unlimited (for I 
reject the printing press as a resource), then we face the problem of appor- 
tioning these available resources. The style in which we can support our needy 
groups must be governed by relative priorities. There is a limit to what can 
be diverted by government from the productive processes without impairing 
output. If we require, for some other purpose, more of what can safely be thus 
diverted, then we can do less for the needy. I state this in terms of imperatives, 
although a certain flexibility is possible. Ultimately, however, it becomes a 
matter of imperatives. 

To summarize: Social security payments are always a burden. They are a 
diversion of product and of income for the support of our dependents—young, 
disabled, unfit, and aged. We can and should minimize this burden by under- 
taking to support only those who are in need. We should never think of the 
expenditures made to support the needy, whether out of current private 
or public funds, as adding to or sustaining our prosperity. We should never 
make or promise to make payments in support of the needy on a scale that 
will undermine the incentives of individuals to provide for their own support. 
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We should never withdraw from the workers more than is currently required 
to carry the burden. 

The final point in this summary raises some important questions connected 
with the financing of social security as a relief problem. 

We have straddled the financing just as we have straddled the relief issue. 
More is being collected under OASI than is being currently spent for OASI 
benefits and the categorical aids together. Yet the so-called “reserve” is bank- 
rupt in an actuarial sense. From the relief view we are taking too much; from 
the insurance view we are taking far too little. 

A frank recognition of the problem as one of relief would clarify the financing. 
As relief, the cost would be a regular, normal, recurring expenditure. Like every 
other such expenditure, it should be financed through a regular, recurring tax 
levy. In short, it would become a regular budget item. 

But it would then become necessary to broaden the federal revenue system, 
to assure larger receipts and wider incidence. Since the social policy would 
be the relief of all needy, the fiscal policy should be designed to cover the cost 
by reaching, in some way, all who have income. Employee pay roll taxes are 
well adapted to reaching the wage segment of national income, but the levy 
upon some other forms of income through withholding presents serious diffi- 
culties. Mr. Meriam has suggested a special flat tax rate on all net income 
of individuals, a plan which is likewise exposed to difficulty of collection in 
the case of certain nonwage incomes. A tederal retail sales tax would be more 
nearly generally diffused than any other, but the prospects of adoption are 
not bright. 

It is likely that any generally applicable tax would need to be earmarked 
for the relief purpose, for sugar-coating reasons. Ordinarily, earmarking is 
not good budget and fiscal practice, but it could be condoned in this instance 
by the magnitude of the task and the special circumstances involved. 

What, then, shall we do to be saved? 

1. Limit the program to relief of need. 

2. Minimize the relief load by taking the gerontologist’s advice and en- 
courage the old folks to keep on working. “The good die young,” says the 
poet. “The idle aged die sooner,” says the gerontologist. 

3. Reduce other governmental burdens and costs, if relief is to have high 
priority as a governmental obligation. 

4. Spread the tax for relief among all who have income. 

5. Pay as you go. We are told that treasure laid up in Heaven is safe from 
moths and thieves. We cannot give this assurance as to a treasure laid up in a 
federal trust fund. 


SELMA Musuxin: The chairman has asked that I supplement the discus- 
sion with some figures on the financial operations of social security programs. 
The figures are highly tentative, but they suggest, I believe, within a reason- 
able margin of error the magnitudes involved.t Analysis of these figures and 


* These estimates, with some modifications, are presented in Social Insurance Financing 
in Relation to Consumer Income and Expenditures (Selma J. Mushkin, Anne Scitovszky, 
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of the economic operations of the programs strongly supports Mr. Swan’s 
conclusion that social security measures as a complement to other measures 
can contribute toward the achievement of a sustained high level of employ- 
ment and greater economic stability. 

First, fairly large sums are involved in even a minimum social security 
program, In the fiscal year 1946, the social security budget (federal, state, 
and local) for old-age and survivors insurance, unemployment insurance, pub- 
lic assistance, and general relief, totaled about 2.5 billion dollars; in the first 
part of the fifties, social security disbursements under existing legislative pro- 
visions would average about 3.0 billions annually. 

There are, however, many gaps and inadequacies in. the existing programs. 
There are gaps in coverage, benefit amounts are inadequate, and there is no 
nation-wide protection against disability or the cost of medical care. Even 
at a high level of employment, millions of families each year incur a loss of 
income because of temporary unemployment, old age, disability, or death of 
a breadwinner; millions each year incur the burden of serious illness and the 
high cost of medical care. At lower levels of employment, the incidence of 
these risks is even more widespread. The extent of personal hardship and of 
social and economic waste resulting from lack of protection or inadequate 
protection against these common economic hazards, attests to the urgency in 
terms of human welfare for the expansion and extension of the present pro- 
grams. If more adequate social security protection were provided, such as 
that proposed in the Wagner-Murray-Dingell bill of 1945, for example, the 
total social security budget in the early part of the fifties would average about 
8.0-8.5 billion dollars annually; the social insurance part of this budget would 
amount to about 6.5 billions at a high level of employment, to about 7.5 
billions at a 10 per cent unemployment level,? and under conditions of seri- 
ously declining employment to perhaps 9 billions. Annual disbursements for 
both the present social insurance measures and an expanded program would 
rise gradually because of the progressive increase in the number of annuitants 
on the benefit rolls and the secular rise in the number of aged in the population 
and hence in the number eligible for old-age or extended disability benefits. 

Social security measures could be improved more extensively than proposed 
in the Wagner-Murray-Dingell bill. Old-age and extended disability benefits 
could be designed to compensate more fully for the income loss sustained on 
retirement from the labor force, The system of protection against dependent 
old-age, death, and perhaps extended disability of the family breadwinner 
‘might be so designed as to co-ordinate within one plan public assistance pay- 
ments free of present means test restrictions and contributory social insurance 
payments. The prepayment health program proposed in the Wagner-Murray- 
Dingell bill could be designed to make the coverage universal in scope. Many 


and Leila N. Small, Social Security Board, Bureau of Research and Statistics Memorandum 
No. 63, June, 1946). The assumptions and qualifications of the estimates are presented 
at some length in the appendix to the memorandum. 

* Assumes a decline in employment during the course of the year from 5% to 15% 
of the civilian labor force. 
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of these changes could be made with only small net additions to the social 
security budget; others would require a substantial increase. 

The increase in the budget for a more comprehensive system of social secur- 
ity would not involve new costs. By and large protection against these risks 
does not create the cost; the existence of the risks largely creates the costs. 
In the absence of protection, millions of individuals incurring the risks are 
suffering the costs and burdens arising from disability, unemployment, old age, 
and sickness. In the absence of protection, the nation is meeting part of the 
cost in a less productive labor force and in the social consequences of poverty 
and of sickness. 

Furthermore, the cost of social security protection cannot be tested simply 
by measuring the social security budget against a given level of national 
income. It is only in part a question of what proportion of national income 
should be devoted to social security. There is also the question of what con- 
tribution social security can make to the national income. 

Second, the present social insurance programs with their accompanying 
contributory and contingency reserve features are already fairly well designed 
as an automatic corrective to cyclical fluctuations in the future. In the imme- 
diate years before the war an average of about 1 billion dollars annually was 
added to the social insurance reserves with a consequent drain on purchasing 
power at the very time that the government was attempting, through other 
measures, to expand the national income. However, the initial period of un- 
employment reserve accumulations is now past, the old-age and survivors 
insurance program has achieved a degree of maturity, and greater emphasis 
has been placed on the contingency functions of the old-age and survivors 
insurance reserve. Whereas in 1941, with about 10 per cent of the civilian 
labor force unemployed, social insurance disbursements under the Social 
Security Act amounted to about 435 million dollars, in the early part of the 
fifties at the same unemployment level, disbursements under these programs, 
it is estimated, would be roughly 2 to 2.5 billions. The 1941 reserve accretion 
of 1.6 billions—after taking account of the distribution of contributions and 
benefits by income class and the difference between the composite consumption 
function of contributors and beneficiaries—was estimated to result in about 
1.1 billions reduction in consumption. In the early part of the fifties the net 
consumption effects, of the contributions on the one hand and benefits on 
the other, would be approximately neutral at 10 per cent unemployment if 
the combined tax rate for old-age and survivors insurance is maintained at 
the present 2 per cent level. If unemployment should increase more sharply, 
the present social insurance programs would effect a primary increase in 
consumption of about 1 billion dollars as compared with the level which would 
otherwise obtain. At full employment they would result in a decrease of about 
the same amount. 

Adoption of an expanded program such as that proposed in the Wagner- 

*Selma J. Mushkin and Leila N. Small, Social Insurance Benefits and Contributions 


in Relation to Family Income, 1941 (Social Security Board, Bureau of Research and 
Statistics Memorandum No. 59, June, 1944). 
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Murray-Dingell bill of -1945, with its accompanying 8 per cent pay roll tax 


rate and reserve provisions, would i improve the composite consumption effects 
of the social insurances. We have estimated that in the early part of the fifties 
this type of expanded program would have approximately a neutral consump- 
tion’ effect at full employment, At 10 per cent unemployment it would lead to 


a primary increase in consumer expenditures of about 2.5: billion dollars and- 


with a more serious increase in unemployment. (averaging 20 per cent) it 

would stimulate a primary rise in consumption of approximately 5.0 billions. 
- Third, social security programs have a composite influence on consumer 
expenditures. They affect the spending-saving decisions of families in each 


income group by meeting objectives for which families, particularly those in ` 


the middle income group, now save and by decreasing amounts of dissavings 

in times of emergency and, therefore, the bills to be paid and savings to be 

replenished at other times. They have a redistributive effect favorable to an 

increased level of consumption. We have estimated that the redistribution 

, effects would lead to either a ten cent or a twenty cent increase in buying 
power per dollar of disbursements and of taxes, depending upon whether it is 
assumed that benefits are spent in accordance with the marginal propensity 
to consume of the average family in each income class, or alternatively that 
the marginal propensity to consume benefit income is unity. Furthermore, 
the social security programs now are adapted to achieve a net government 
contribution to income at levels substantially below full employment and 
could be adapted to achieve such a positive effect at a high level of employ- 
ment. 

Fourth, the social insurances have an effect on total national output and 
expenditures disproportionate to the size of the program, A positive change in 

‘the consumption function of the middle income groups would enhance the 
income-creating force of a given volume of private net investment and, by 
assuring that a higher level of consumer expenditures would be associated 
with a given national income, facilitate the maintenance of a high income 
level. Moreover, secondary repercussions of an initial change in consumption 
induce a change in a volume of income and expenditure roughly one and a 
half to two times the size of the primary increase or decrease. The change in 
gross national product associated with the estimated consumption effects of 
the program proposed in the Wagner-Murray-Dingell bill (for example) 
would be approximately zero at full employment, but about 3.75 billion to 
5 billion dollars at 10 per cent unemployment and about 7.5 billions to 10 
billions at 20 per cent unemployment. 

Because of the size of the programs, their anticyclical corrective features, 
their composite effect on consumer expenditures, and their secondary effects on 
expenditure and production, the conclusion must be drawn that the social 
security programs can contribute toward economic stability. Some changes 
in financing are required if the programs are not only to have an expansionary 

- effect under conditions of declining employment but also at a high level of 

employment. These changes can be made within the context of a contributory 
social insurance program, provided social security measures are expanded in 
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coverage and scope and the public assistance measures and plans for medical 
care for the needy are integrated with the social insurances. Changes in financ- 
ing are, I believe, necessary to, and a logical concomitant of, the achievement 
of a complete coverage of the population and of an integration of social 
insurance and public aid. 

Before concluding may I turn briefly to the “political” aspect of the 
problem. Mrs. Burns some time ago pointed clearly to the barriers against 
adoption of an economically satisfactory social security system. The barriers 
are created by the distrust of future legislative action, by the fear of irrational 
pressure groups, and by the lack of wider understanding of the economic 
issues involved. 

I should like only to point out that the social insurance program is today 
strongly identified with its contributory base. While I appreciate the objectives 
underlying a redefinition of social insurance to continue the emphasis on rights 
to benefits but to discard the contributory aspects, I do not believe such a 
redefinition at this time is politically feasible or economically essential. The 
potentially expansionary effects of the social insurances could be considerably 
improved without abandoning, or threatening the abandonment of, a con- 
tributory program. Judging from our own social insurance experiences and 
experience abroad, a contributory program can be implemented with small 
contributions from individuals. 

A contribution from general revenues toward the social insurance program 
has already been accepted in principle by Congress and is an integral part 
of the financing of social insurance of other countries. The case for a con- 
tribution by the government toward the cost of social insurance is quite clear, 
especially if coverage is made broader or nation-wide. The community as a 
whole derives substantial benefits from such a program and it is wholly - 
appropriate that at least part of its cost should be met out of general funds, 
particularly in view of the reduction in other governmental costs which social 
insurance makes possible. 

Complete integration of social insurance financing and general governmental 
financing in my judgment would necessitate a revision of the social insurance 
programs as they are now formulated. Restrictions in coverage, differentiation 
in benefit amounts among individuals, and many of the eligibility provisions 
appear inappropriate to and inequitable in a program supported wholly out 
of general funds. Complete financing from general revenues means one of two 
extremes in coverage: either a universal coverage with protection given as a 
matter of right or a coverage restricted to the needy on a means-test basis. 
Gencral revenue financing of a system with universal coverage would necessarily 
require some solution of the problems of integration with existing separate 
programs such as that for railroad, government workers, and others and of 
. determining the basis for variation of benefits to reflect differences in cost and 
standards of living. 


M. C. Urquuart: One can readily agree with Dr. Meriam that the security 
and well-being of the people of a country depend in large part on the main- 
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tenance and improvement of its productive capacity. This applies both to 
national security against foreign aggression and, that being attained, to the 
provision of the goods and services required to meet human needs within the 
country itself. But to obtain the desired-_results, it is necessary also that the 
capacity be used to a high degree of intensity. Without that neither the re- 
quisite current output of commodities nor the potential and desired productive 
capacity itself can be attained. 

Dr. Meriam’s view that a substantial contribution toward reaching the 
objective of high output and large capacity may be made by expanding inter- 
national economic activity will also receive wide support. International in- 
vestment of the right sort can be important as an outlet to savings and ex- 
panding international trade can be stimulating to domestic investment. This ~ 
may contribute to international amity as well as to the level of economic 
activity at home and abroad.-But, for both institutional and purely economic 
reasons, it is highly doubtful whether action in the international field alone 
can ensure a high and stable level of employment in a wealthy country even 
if its external trade is large relative. to total national output. Failure to main- 
tain employment and income in a large country will itself cause a deterioration 
in the international situation through the communication of the depressed 
conditions abroad; and the effects will become cumulative. 

The attainment of a high and stable level of output will be difficult if 
reliance is placed upon any single device. It would appear much easier if a 
varied program of consistent policies were developed. Policies which promote 
international trade and foreign investment, stimulate private home investment, 
adapt public investment to a countercyclical pattern, stabilize consumer 
expenditure, and provide appropriate general fiscal measures are all needed. 
: Through the stabilization of consumer income social security measures may 
play an important part if, as Dr. Swan has pointed out, suitable over-all fiscal 
policy is followed. They would not be sufficient in themselves to solve all 
unemployment problems, but their contribution to the general program could 
be quite significant. 

The magnitude of the net contribution that may be made by social security 
schemes will depend in part on how they affect the other variables which 
stimulate employment. If the social security program leads to offsetting reac- 
tions in other parts of the economy its value as an employment creator and 
stabilizer will be diminished or eliminated. Its effectiveness therefore depends 
on both the readiness of the various individuals and groups in the community 
to accept the schemes and on the form that the schemes may take. 

It is, of course, possible that the introduction of a particular scheme in a 
particular form might cause repercussions in the political and business 
atmospheres which could lead to a ‘decline in total economic activity. But 
such reactions are not a necessary feature of social security and the probability 
of their occurrence may be reduced as time passes. Some types of social , 
security may be more acceptable at a given time than others and likewise some *} 
forms for each type may prove most acceptable. Further, attitudes may 
change. For instance, as the income of a community increases, the burden of 
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transfer of income among individuals or of an individual’s income from one 
period to another may become less. Hence what cannot be “afforded” at one 
time can be later on. Again as experience is gained from one type of social 
security the acceptibility of another type may increase. 

As noted above the “acceptibility” of a scheme cannot be divorced from 
its form entirely, What may be acceptable in one form, say financing by 
employee pay roll deductions, may be unacceptable in another form, such as 
financing from general revenue. It is also true that entirely apart from ac- 
ceptibility the method of financing and paying benefits may have an influence 
on the magnitude of the contribution to employment creation and stabiliza- 
tion. But it should be emphasized that extensive results for employment 
purposes .may be obtained from a number of different forms if an over-all 
approach is taken by the government to its whole fiscal and employment policy. 
And different forms may be used for different types of social security. 

In this regard I find myself strongly in sympathy with Dr. Swan’s advocacy 
of pooling contributions (at least for some forms of social security) and of 
eliminating a strict dependence of benefits on contributions. In this way 
people would contribute when receiving an adequate income to do so and 
would be assured of definite benefits when specified contingencies or condi- 
tions occurred. It would, as he stated, also have the advantage of fitting in 
readily with general fiscal policy. Yet if this is not possible, a more strict 
insurance scheme with which general government finance -would be integrated 
would still help in maintaining employment and income stability. 

Dr. Meriam has mentioned the problem posed by changes in the price level 
which it is true may involve hardships on individuals particularly if a strict 
insurance scheme is used. A pooling system such as Dr. Swan has suggested 
would go far to make it possible to alleviate these changes, since changing 
prices mean changing incomes and at appropriate (probably fairly long) 
periods changes in current contributions and current benefits could be made. 
(Cyclically, from an income stabilizing point of view, changes in benefits 
with price variation would not be desirable if it meant declining benefits with 
falling prices associated with unprosperous conditions and increasing benefits 
with rising prices associated with high prosperity.) Even with unchanged 
benefits and gradually rising prices (although there seems to be no certainty 
that the latter will be a~long-term trend), the effects of a social security 
scheme would still be stabilizing. From the point of view of preventing indi- 
vidual hardships, of course, it would be desirable to prevent large price rises. 

Before commenting on some actual quantities involved in social security it 
may be worth while to note, at the risk of repeating the familiar, the way in 
which social security schemes may contribute to stability of employment and 
income through stabilizing consumef expenditure. For a positive stabilizing 
effect it is not necessary that benefit payments increase in depression and 
diminish during prosperity. The fact that benefit payments remain level—as 
they may in such schemes as old-age pensions and family allowances—means 
that the part of disposable consumer income that is made up of these payments 
remains stable, while income from the current sale of factor services declines. 
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On the other hand, even assuming no change in tax rates, the contributions or 
taxes which are`a deduction from disposable consumer income will. vary 
directly as employment and income as a whole varies. This means that to the 


extent that inpayments fall while outpayments remain constant, disposable - 


‘consumer income will be higher than it would have been starting with the 
same initial income and no security scheme. The difference between consumer 
expenditure with and without the scheme will have a quantitative effect of the 
Same order as that of an equivalent amount of investment. It, of course, 
‘assumes that in such a situation any government deficit associated with the 
scheme ‘increases or dny surplus decreases. If outpayments increase as pros- 
perity declines and if tax rates are lowered, the effect is correspondingly the 


` . greater. In the first case, that of a steady level of benefits and unchanged tax 


rates, the effects would be to diminish fluctuations initiated by a decline in 
some other form of savings-absorbing expenditure. Only in the latter case of 
increasing benefits or decreasing tax rates or both would it be possible, 
theoretically, to prevent, through social security measures; any fluctuation 
at all. 

In this respect, it has been suggested that attention might be called to the 
effects of payment of family allowances which have recently been introduced 
` in Canada. This involves the payment monthly of an allowance for every child 
under sixteen. The monthly payments are five dollars for children of ages 
through five years, six dollars for ages six through nine,‘ seven dollars for 
ages ten through twelve, and eight dollars for ages thirteen through fifteen. 
Payments are reduced slightly for the fifth and subsequent children receiving 
benefit in one family. These allowances are financed out of general revenue 
and amount to somewhat over 250 million dollars yearly. Part of that amount, 
probably about one-quarter, would have been allowed as a deduction from 
income tax in the absence of the scheme. To provide a standard of comparison, 
disposable consumer income was approximately 3,900 millions in 1939 and 
approximately 8,250 millions in 1945. Thus current family allowances are not 
quite 64 per cent of the former amount and between 3 and 3 Y4 per cent of 
‘the latter. 

As an income stabilizer the family allowance EEA should have the 
effect described above in that the total payments will change only as the total 
number of children and their age composition varies. The stabilizing effects 
will be accentuated or diminished if tax rates are lowered or raised. It may be 
noted that the Canadian government in official statements has announced its 
‘intention to aim at balancing its budget over a longer period than in any single 
year. Deficits in years of low prosperity and surpluses in years ‘of high pros- 
perity are envisaged. 

It is difficult to estimate the quantitative effect that such a program might 


have. It is reasonable to suppose that the major portion of the children al- . 


 lowances will reappear in consumer expenditure. If consumer expenditure in a 
‘period of depression were maintained at a level of say 100 million dollars above 
what they would otherwise have been, the direct contribution would not be 
negligible. Again as a matter of comparison Canadian gross offsets to savings 
with high employment at present prices would probably be in the neighbor- 
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hood of 2,500 millions. The indirect effects both positive, such as helping to 
maintain investment in the consumer goods industries, and negative with 
respect to the effect of the taxation would have to be considered. 

To round out the picture somewhat it may be worth mentioning that pro- 
posals for other types of social security have been made recently by the 
Dominion government to the provinces, who would participate, for their 
consideration. These would involve an expenditure of about 200 million dollars 
for old-age pensions for all persons aged seventy and over, 35-50 millions at 
present for old-age pensions for persons aged sixty-five through sixty-nine 
who would receive benefit after passing a means test, and 250 millions for a 
health plan. Unemployment insurance in connection with which receipts ex- 
ceeded 80 millions in the fiscal year 1945-46 is already in effect. It may be 
seen that the effect of the whole social security plan when introduced would 
not be inconsequential. 

In these comments main attention has been placed on the stabilizing influ- 
ence of social security which would have the effect of diminishing any declines 
in employment and income. More might be said of the effects of increased 
security of income and of such redistribution of income as takes place on 
raising the whole consumption function, although the consequences of such 
effects are hard to evaluate quantitatively. Further attention might also be 
given to the possibility of helping to prevent any decline at all by varying 
rates of contribution or taxation and of benefit—-variation in the latter being 
less likely in practice. 

It would appear that social security is not apt by itself to solve the whole 
problem of maintaining income at as high and stable a level as desired. But 
it has its own justification on grounds of individual need and welfare, And 
if established it can be a very important item in the program of a government 
which is prepared to manage its whole controllable budget in the interests of 
high and stable employment. 


Evwin E. Witte: Holding as I do the view that our social security program 
is basically sound, although it should be broadened and liberalized and can 
be improved upon, I find myself in disagreement with both of the principal 
papers and the first discussant and generally in agreement with the last three 
discussants, 

Mr. Swan has ably presented the fiscal policy approach to social security, 
which makes social security important only as it may contribute to or hinder 
economic stability. Fiscal policy considerations are important but by no means 
all that matters. Social security is a justifiable end in itself, not merely a 
minor measure for the attainment of economic stability. As expressed by the 
late Msgr. John A. Ryan: “Industry exists for man; not man for industry.” 
Full employment, important as it is, is not the complete answer to the 
problems of destitution and dependency. Let us, indeed, consider the economic 
effects of social security measures, but while exploring the mazes of fiscal 
policy let us not forget our objective: the relief of need and destitution in all 
contingencies which confront individuals and families. 

With Mr. Meriam I am pretty much in agreement up to the point where 
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he makes proposals for basic changes in the social security system, I recog- 
nize, as he does, that what we can do by way of social security depends upon 
our total economic production. With the three basic conditions he set forth 
for the maintenance of a high level of production, which will make possible 
an adequate system of social security, I have no fault to find. 

' But I cannot follow Mr. Meriam and Professor Lutz in their proposal to 
finance social security from pay roll taxes on the employed workers but to 
pay benefits only to persons in need. Behind this proposal is the assumption 
that such a system would result in keeping the costs at a minimum. That this 
is very doubtful is indicated by our own experience with old-age assistance, 
` particularly in western states. Where social security payments are made 
dependent upon a showing of need, the definition of need will be broadened 


to include most everybody. To place the burden of supporting social security - 


upon the workers and then not to pay any benefits to most of them is as 
politically unrealistic as it is basically inequitable. 

In his criticisms of the basic concepts of the present social security system, 
Mr. Meriam revived the old canard, “Made in Germany.” It is true that na- 
tional social insurance originated in the Germany of Bismarck, But Mr. 
Meriam overlooks that the system he advocates—of benefits limited to people 
in need but financed from pay roll taxes on all workers—was Hitler’s plan 
of social’ security. I know that Mr. Meriam dislikes everything about Hitler 
and the Nazi regime as much as do all other right thinking people. I do not 
suggest that he is consciously trying to imitate the Nazis, and I assume that 
he is not aware that Hitler abolished unemployment insurance benefits as a 
right and substituted for them relief payments on a needs basis. But if the 
fact that social insurance originated in the Germany of sixty-five years ago is 
used to condemn our system of social security, it needs to be appreciated that 
the proposal to convert social security into a relief program has been tried 
~ only in Hitler’s Germany and ended ‘with the downfall-of the Nazis. 

Let no one be in doubt about the relations of social security to a system of 
free enterprise. Social security is not a program inconsistent with freedom 
of enterprise or the principles of democracy. On the contrary, it operates to 
make our democracy the more valuable and to strengthen our system of free 
enterprise. 


Ewan Cuacue: I should like to make two simple points. First, there is 
every indication that the economic world of the future will be more unstable 
and more dynamic than ever before. There will be new inventions, new 
processes, and new industries. Rapid change may mean great progress, but 
such change inevitably bears heavily upon the people affected by it—which 
means primarily the millions of workmen and their families in this country. 
One road, which is usually the easiest to take, leads in the direction of trying 
to stabilize every small part of the economic system—each employer, each 
job, each worker. It is this which leads to rigidity in the economic system. 
I do not believe we can reach the progressive over-all stability by trying to 
build a thousand small stabilities. The other road leads in a different direc- 
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tion. The truest stability to my mind is that of the spinning top. We have 
tremendously rapid change at the present time but workers feel secure be- 
cause job opportunities are plentiful, It is my belief that a comprehensive 
system of social security which provides adequate protection against the 
major risks faced by the individual and his family will lead to more flexibility 
in the economic system, to more production, and to a higher standard of 
living. In this sense, social security is a necessity to the successful operation 
of the free enterprise system. 

My second point is very brief. Many people talk as though the unemploy- 
ment of a worker for a week or for a month is an economic loss to the 
nation. From an extremely short-run point of view, that might be true; 
any work at all, no matter how unskilled, would add something to the nation’s 
production. But from a slightly longer point of view, what gain is there to 
the economy in having a trained, skilled workman forced by necessity to take 
an unskilled job and remain there for months, for years, and perhaps for 
life? A well-functioning economy is a structure consisting of the right men 
in the right jobs. Social security creates a genuine economic gain, and raises 
the longer-run productivity of the nation when it tides workers across tempo- 
rary periods of unemployment, thereby aiding them to get back into the 
economic system at their highest skills. This is good economics, not bad 
social policy. 


GERHARD Corm: Dr. Meriam’s main point is that the formal social security 
system plays only a minor role in the quest for economic security. Social 
security will be mainly advanced by maintaining productive efficiency, lessen- 
ing international unrest, and maintaining a close approach to full employ- 
ment. If we are successful in these threefold basic policies, we need only a 
nation-wide local relief system to take care of those who will be in need 
even under favorable general economic conditions. Dr. Meriam sees no justifi- 
cation for a general social insurance system. He criticizes the existing social 
insurance system because it is limited in scope, gives money to people who do 
not need it, and is not adjustable under conditions of increasing prices. It 
makes use of harmful pay roll taxes and is based on a merely fictitious 
actuarial computation. But first of all Dr. Meriam believes compulsory 
social insurance is not consistent with a philosophy of self-determination and 
self-reliance. 

I shall not deal with the philosophical aspect of Dr. Meriam’s paper, but 
shall simply state my belief that the American people want a social security 
system which protects against the basic hazards of our economic life as a 
matter of right rather than as a matter of administrative discretion that is 
through the operation of a relief system that is based on a means test. On the 
other hand, I believe that much of Dr. Meriam’s criticism of the existing social 
insurance system has considerable validity, but the way to meet this criticism 
is to improve the social insurance system rather than to discard it. 

Recent proposals, I believe, would take care of much of Dr. Meriam’s 
criticism. It has been proposed to extend the social insurance system in 
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scope and coverage, to supplement pay roll contributions by other means of 
financing, and to adjust benefit payments to the changes in the price level. 
These proposals do represent a certain shift in the philosophy of social in- 
surance from the original concept. If we believe that social insurance must 
follow exactly the same principles as private insurance, thén it must be based 
on actuarial computations, should be financed exclusively by contributions, 
and benefit rates would not be adjustable. These deficiencies can be met, 
however, if we recognize that those who are eligible draw their benefits as a 
right which is based on the law and not on the exact individual contributions 
that have been paid by them or for them. 

Dr. Meriam believes that under a policy that approaches full employment 
a social insurance system is no longer necessary. I believe that an expanded 
social insurance system can and must make a very important contribution 
to the objective of maintaining such an approach to full employment. This 
should not be understood as meaning that social insurance should be main- 
tained and expanded merely for the purpose of a full employment policy. A 
broad social insurance program is desirable first of all for social objectives, but 
in pursuing that social objective economic considerations must enter the deter- 
mination of the size and character of benefit payments and the method of 
financing. Social insurance has a direct influence on the size of the active 
labor force, on the mobility of labor, on wages, and on purchasing power, and 
is a very important factor in the fiscal situation. In all these respects its 
effect may promote or impair the full employment objective. Ill-devised or 
excessive benefit’ payments and contributions may cause unemployment. A 
well-devised system may be an important stabilizing factor in the economy. 

An expanded social insurance system may be an important anticyclical 

' factor. In case of a depression contributions automatically decrease and 
benefit payments increase. The system thereby provides a cushion, bringing 
the downward spiral of the depression to a halt at a level higher than the rock 
bottom to which it would drop without a social insurance system, 

But we cannot be satisfied with a social insurance system that makes a 
contribution only when the economy is in the midst of a downward spiral. 
We cannot be satisfied with a social security system that is economically 
“neutral” except in a depression. A social insurance system, I believe, can 
and should contribute to strengthening the basic structure of the economy 
and should make it less vulnerable to fluctuations. An expanded social insur- 
ance system, together with other measures of social security, can help to 
sustain a large and stable market for mass products. This will, however, be 
accomplished only if the benefit structure and the method of financing are 
integrated with other economic and fiscal policies. We should investigate the 
interrelationship between social security, the size of the labor force, the wage 
structure, the mobility of labor, consumption and savings attitudes, and the 
‘flow of purchasing power. 

The preceding discussion showed that considerable contributions to the 
solution of these problems have been made here and abroad, but much more 
remains to be done. 
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APPROACHES AND PROBLEMS IN WAGE RESEARCH 


By CHARLES A. MYERS 
Massachusetts Institute of Technology 


Empirical research on wages may be discussed in three broad areas: 
(1) the structure of wages in a firm, an industry, or geographical area 
at a particular time, measured in over-all and occupational averages; 
(2) movements in the wage structure over time; and (3) wage policies 
or “actions” of firms and of unions. Government wage policies may also 
constitute an important field for research, but their greatest peacetime 
significance is in the effect they have on the wage policies of companies 
and unions. I should like to explore briefly some of the difficulties that 
confront research in each of these first three areas, the questions and 
problems that need to be answered, and the approaches that are likely 
to be most fruitful in answering them. Primary attention will be given, 
however, to research on wage policies. 

A. Studies of wage structures have always been handicapped by in- 
complete and noncomparable data, especially when earnings on par- 
ticular jobs were being compared. Even the useful wage surveys made 
during the war for the War Labor Board by the Bureau of Labor Sta- 
tistics were subject to the limitations of differences in job content, 
differences in the times at which data were collected within an in- 
dustry, incomplete data on many jobs, and difficulties in determining 
industry and labor market boundaries. 

Nevertheless, the work now being done by the Wage Analysis Branch 
of the BLS on wage structures and occupational wage relationships in 
a number of industries is an example of the kind of contribution that 
government research agencies can make to wage research. Further 
detailed and carefully conducted studies of wage structures are needed 
as a background for studies of wage movements and wage policies, and 
government agencies have better facilities to undertake these studies 
than do the universities. Occasional spot studies by university research 
workers are still useful, however, to point the way to the kinds of 
studies needed,* and especially to explore the question, how did the 
particular wage structure get the way it is? This leads directly into 
studies of wage movements. 

* As an example, see C. Canby Balderston, Wage Differentials: A Study of Wage Rates 
in Philadelphia Metal Plants (Industrial Research Department Monographs, Wage Series, 


No. 1, Wharton School of Finance and Commerce, University of Pennsylvania, Philadelphia, 
September, 1939). 
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B. In research on wage movements, the basic question is: how have 
the relationships between different jobs, plants, sections of an industry, 
industries, and geographical regions changed over a period of time, . 
and why? Recent studies, for example, have attempted -to chart the 
cyclical pattern of industrial wage variations,? changes in the North- 
South wage differential in a number of industries,’ and the timing and 
amounts of wage rate changes i in a particular industry. * In studies of 
this sort, the lack of comparability between jobs, plants, or industries 
is not so serious if these differences persist over the period studied. 

But attempts to explain why the movements have occurred lead in- 
evitably into‘a consideration of the factors affecting the determination 
of wages. Broad economic forces, such as an increase in the demand for 
labor in a particular industry relative to the supply, explain trends, 
but these are usually translated into actual wage rates through the 
wage policies or “actions” of firms and unions. F urthermore, when we 
attempt to explain why a certain firm or union or industry is a “wage 
leader,” we are inevitably faced with a consideration of the factors that 
affect wage policies. It is the thesis of this paper that this third area for 
wage research is the most promising one for future study. With the 
growth of strong national unions wage determination in this country 
is increasingly on a collective basis, yet-we know only in a general way 
what the process is and what factors affect wage decisions in various 
types of situations. If public policy is to be shaped intelligently, we 
must know more about the process of collective wage setting, its 
determinants, and is results. 

C. Wage policies or “actions” may be determined on an industry- 
wide, regional, wage leader or individual company or plant basis. Re- 
search on wage policies can be-~classified into two broad categories: 
(1) What is the process of policy formulation within the respective 
groups, what factors bears on this process, and what kinds of policies or 
actions result? (2) What are the effects of these wage decisions? Both 
of these categories can, in turn, be viewed from the standpoint of 
policies on wage levels and wage changes, and policies on eee , 
wage relationships and methods of- wage payment. 

Studies are needed of the process of wage policy formulation or wage 
actions in a number of industries, companies, and unions. In this task 
the economist may well seek the assistance of his colleagues in psy- 
chology, sociology, social anthropology, and political science, because 
the kinds of questions that néed to be answered are not solely, or even 

? John T. Dunlop, Wage Determination Under Trade Unions (New York, 1944), Ch. VII. 

* Richard A. Lester, “Trends in Southern Wage Differentials Since 1890,” Southern 
Journal of Economics, April, 1945, pp. 317-344. 


+W: Rupert Maclaurin, ‘ ‘Wages and Profits in the Paper Industry,” Quarterly Journal 
of Economics, February, 1944, pp. 196-228. 
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largely, economic ones. The following list of questions was developed 
in group. discussions with psychologists and sociologists at M.1.T.° 
and is intended only to be suggestive of the problems that should be 
considered by research in policy formulation: 

1. What is the power structure of the group? Is there a leading union 
local or a leading employer or an association? Where is the authority or 
power located in these units? A classification of union and employer and 
union-employer situations according to their power structure would be 
very useful. A structure in which the union is the dominant force, as in 
the women’s garment industry, for example, would clearly result in a 
different kind of wage policy than one in which unions and employers 
are of relatively equal strength, as in the automobile industry. 

2. What is the process by which wage policy decisions are made 
within this structure? For example, in a given union, who initiates 
policy proposals, and who has the final decision-making authority?® 
What part do the following play: top officers, executive committee, wage 
policy committee, attorneys and research advisors, and rank and file 
membership? 

3. What are the factors which affect the kinds of policies that result 
from this process? These may fall roughly into three groups: : 

a) The objective limitations on the range of possible policies or 

actions and the pressures deriving from these limitations, such as 

(1) Nature of labor market, particularly as to location and 
condition, 

(2) Nature of product market—elasticity and shifts in demand 
for the product; competitive products, 

(3) Relation of labor costs to total costs, 

(4) Degree of unionization in the labor market and product 
market, 

(5) Occupational and wage structure in the plant, community, 
or industry, 

(6) Broad trends in employment in the industry and in the 
economy generally. 

b) Other forces or pressures that are pushing people in the situation, 

such as 

(1) Pressures for prestige or power, 

(2) Outside pressures of other employers or unions, trade as- 

sociations, advisors, and financial interests, 

(3) .Pressure deriving from the time perspective of the policy 

"I am particularly indebted to Professor Dorwin G. Cartwright, of the Research Center 
for Group Dynamics, M.ET. 

*Shister has explored this question in a general way, basing his observations largely on 


union constitutions. Joseph Shister, “The Locus of Union Control in Collective Bargaining,” 
Quarterly Journal of Economics, August, 1946, pp. 513-545. 
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makers, as in the desire to benefit present union thembers’ -$ 
rather than provide long-term employment opportunities, > hie 


(4) Pressures for nonwage objectives in collective bargaining. 


c); What the policy makers know about the situation, such as 


- (1) How they view the economic possibilities or limitations; 


how the “facts” appear to them, 
(2) What they kow about wages in the locality or .in tho in- 
“dustry; 


(3) What they know about the strength of the other A and the ` 


probable costs of a strike or lockout, 

(4) What they see as the consequences of various alternative 
wage: policies, and what is the influence of current or past 
experience, tradition, non ees of consequences in similar 
situations? . ‘ 

A , projected study of wage policies or decisions in the men’s shoe 
` industry in Massachusetts illustrates the application of this approach. 
Here we find the most important production center organized by an 
independent federation of craft unions, which bargains with a city-wide 
association of employers. Normally, there is severe product competi- 
tion from companies outside New England, some of which have con- 
tracts with A.F.L. or C.I.O. unions. In addition, there is some product 
competition from other unionized New England firms. 

Wage changes negotiated by the union and the employers’ association 
in this shoe center have tended to form a pattern for changes in most 
other centers in New England, although one important outside firm has 
frequently been a “wage leader” for the entire shoe industry in New 

. England in the past. These labor market and product market interre- 
lations are fairly complicated, and need to be examined closely. 

The proposed study would begin with the major center. What is the 
power structure of the union group and of the employers’ association? 
Are some important crafts or firms dominant in each group? How are 


ad 


“4 


3 


the negotiators chosen, and have they full power of commitment? How | 


. are the bargaining negotiations conducted? What part do attorneys and 
research advisors play?. 

Attention would then be directed to discovering the factors which 
` affected the demands that were made and the decisions that were 
reached. The objective limitation of product competition from other 
- areas is important to the employers; how important is it- to the union? 
` Are other pressures more important to the policy makers? Are they 
more concerned with “position” and the consequent pressure to satisfy 


present union members than with the future capacity of the employers « 


to provide employment? What do the negotiators on each side know 
‘about: the situation. that they are dealing with—the cost and profit 
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. picture, wage levels in competitive firms, etc.? What past experiences 
‘or consequences have been impressed on their minds and now affect 
‘their current thinking? Effects of past policies will certainly influence 
current and future policy making. f 

When the situation in the major shoe center had been carefully ex- 
plored, the study would branch out into the other centers in New 
England. Do they simply follow the pattern established, or is the proc- 
ess of decision-making more complex? If so, many of the same ques- 
tions would apply. 

Stated in another way, these questions are directed toward: the 
problem of explaining how people (managers and union leaders and 
tbeir staffs and constitutents) behave in various kinds of situations 
involving decision making on wages. Perhaps what we need to develop 
are some hypotheses, along the lines suggested by Professor Bakke and 
others, on the kinds of behavior that are likely to result when various 
combinations of factors exist. Fruitful research on wage policy formu- 
lation needs this kind of integration at the start, in order to go below 
the level of superficial generalization or aimless case studies.” Hy- 
potheses developed in a few situations studied in detail may then be 
tested in a larger number of situations examined less intensively. 

The major difficulty facing this kind of research is getting reliable 
interview information on the factors that have motivated the people 
in the situation. This cannot be done in a brief interview, and research 
workers will have to “live with” many wage-policy situations in order 
to get beneath the surface. The “art of asking why” will have to be 
improved by research workers in this field.® 

Some examples of the types of situations which deserve further 
study from the standpoint of wage policies or actions are: 

_ L Uniform (of nonuniform) industry-wide or market-wide bargain- 
ing.’ 
2. Large national unions having contracts with most of the firms in | 


™This type of approach in local labor market research has already been proposed by 
Lloyd Reynolds, “Wage Differences in Local Labor Markets,” American Economic Re- 
view, June, 1946, pp. 366-375. See also, Richard A. Lester, “Wage Diversity and Its Theo- 
retical Implications,” Review of Economic Statistics, August, 1946, pp. 152-159, For a 
suggestive discussion of the contribution that psychological analysis can make to a dif- 
ferent branch of economic research, see George Katona, “Psychological Analysis of Business 
Decisions and Expectations,” American Economic Review, March, 1946, pp. 44-62. 

®For some useful suggestions, see Paul F. Lazarsfeld, “The Art of Asking Why in 
Marketing Research,” National Marketing Review, Vol. 1, 1935, pp. 26-38. Some of the 
experience with public opinion surveys and employee attitude surveys should also be 
helpful. On the former, see “Measuring Public Attitudes,” Journal of Social Issues (entire 
issue), May, 1946; on the latter, Arthur Kornhauser, “Psychological Studies of Employee 
Attitudes,” Journal of Consulting Psychology, May-June, 1944. 

°A good beginning has been made by Richard A. Lester and Edward A. Robie, Wages 
under National and Regional Collective Bargaining: Experience in Seven Industries 
(Industrial Relations Section, Princeton University, Princeton, 1946). 
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an industry, but bargaining individually with them, beginning possibly 
with a “leader.” (E.g., the Steelworkers’ Union with respect to basic’ 
steel and steel fabricating.) 

3. National unions seeking, against some employer opposition, to 
gain uniform regional contracts, but with a substantial part of the 
competing industry either nonunion or subject to individual firm 
bargaining. (E.g., Textile Workers Union in the cotton textile in- 
dustry.) 

4. A union dealing with employers as a group in an important center 
of the industry, which nevertheless is subject to severe competition 
from other geographical areas which are either nonunion or organized 
by different unions. (E.g., the men’s shoe industry.)*° 

5. National unions bargaining with different types of industries which 
have different elasticities of demand for their products. (E.g., the Inter- 
national Typographical Union with respect to different kinds of books 
and job printing.) 

6. National unions dealing with expanding industries as compared to 
stationary or declining industries. (E.g., Airline Pilots and the com- 
mercial airlines, and the United Mine Workers in bituminous coal 
mining.) 

7. National unions which bargain mostly on a local basis. (E.g., in 5 
the newspaper industry or in building service or construction.) 

8. Large firms with branch plants, scattered geographically and 
possibly unionized by different unions. (E.g., International Harvester, 
General Motors.) 

The second category of wage policy research—the effects of policies 
or actions—is clearly related to the first, for the policy makers’ expecta- 
tions as to the effects of a given policy and the actual, experienced 
effects will help to shape the policies of the future. Only a few studies 2 
have been made of the effects of union wage policies. The impacts of 
wage changes on costs, prices, technological change, and managerial 
investment decisions and on the flow of new investment into the in- 
dustry need further exploration in various situations.” 

Another neglected research subject is the effects of certain kinds 
of company wage policies. For example, do we know whether an an- 
nounced company policy of paying equal to or better than the pre- 
vailing wage (however defined) is really effective in attracting and 


* An excellent example of a study dealing with this type of situation is Gladys L. 
Palmer, Union Tactics and Economic Change: A Case Study of Three Philadelphia Textile 
Unions (Philadelphia: University of Pennsylvania Press, 1932). 

* Industrial Wage Rates, Labor Costs and Price Policies (Washington: Temporary Na- 
tional Economic Committee, Monograph No. 5, 1946), is an example of a type of ~ 
study which needs to be repeated. See also a study of Cincinnati printing industry: Joseph  / 
Shister, “The Economics of Collective Wage Bargaining: A Case Study,” Journal of 
Political Economy, August, 1943, pp. 338-347. 


ae 


r 


VITAL PROBLEMS IN LABOR ECONOMICS 373 


holding workers? What makes people want to work for a certain firm? 
How important are wages in comparison with other inducements to 
work? Economists have probably put too much emphasis on the im- 
portance of wages in attracting and holding workers to a firm” and they 
have certainly neglected the study of the effectiveness of different 
kinds of wage policies in stimulating the will to work. . 

With the increasing trend toward “pattern” adjustments in wage 
changes, a particularly significant study of effects would center on the 
adjustments that result when other firms (or unions) are forced to 
follow the wage pattern established by the leader. Some firms in the 
steel fabricating industry, for example, were forced to adopt the 18% 
cent pattern on top of higher steel costs resulting from the increase in 
basic steel wages. How did they succeed in adjusting to this? One type 
of effect, of course, is on the quality of the labor-management relation- 
ship, which, in turn, will affect future policy decisions. 

In the past, economists have been more interested in policies on wage 

‘levels and wage changes than in intraplant wage policies and methods of 

wage payment. Until wartime experiences, especially under the War 
Labor Board, stimulated the interest of economists, these latter prob- 
lems were left pretty much to those interested in personnel adminis- 
tration and in industrial engineering. Among the significant general 
questions that need further study are the following: 

1. In job evaluation, for example, what are the problems of main- 
taining a job evaluation system in the face of changes in job content, 
changes in labor demand and supply in particular occupations, etc.? 
Under what circumstances have unions and employers been able to use 
job evaluation to reconcile their differences over internal wage relation- 
ships? What has been the experience with industry-wide attempts to 
get a more rational wage structure, as in steel or in the West Coast 
aircraft industry? At what points does the methodology of job evalua- 
tion conflict with union attitudes and policies on intraplant wage re- 

` lationships?** 

2. On methods of wage payment, Professor Slichter has already ex- 
plored the conditions under which unions seem to prefer time rates 
and incentive rates.‘ One of the thorny.problems in wage incentives is 
gaining worker acceptance of changes in output standards, and this 
needs more study under union conditions. Some unions demand that 


2 For some evidence on the relation between wage levels and the movement of workers, 
see Charles A. Myers, and W. Rupert Maclaurin, The Movement of Factory Workers 
(New York, 1943). ` , 

13 See, for example, the points raised by Solomon Barkin, “Wage Determination: Trick 
or Technique?” Labor and Nation, June-July, 1946, pp. 24-26, and further discussion 
in the November-December, 1946, issue, pp. 51-54. 

Pa yes Slichter, Union Policies and Industrial Management (Washington, 1941), 

.X an . 
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particular workers affected by technological or process changes “share 


. in the savings” through equal or higher piece or incentive rates. What. 


effect does this have on the wage structuré of the plant, on internal re- 
lationships within the union between job’ holders, and on interplant 
wage structures when the union seeks to bring job rates in other plants 
up to the highest level found in any plant? Are other methods of wage 
payment more suitable as a means of “sharing the savings” and stimu- 


lating greater output? Profit sharing under union-management co- - 


operation on production problems is a new development that bears 
watching. f 

This brief discussion of the areas and problems in wage research 
has only touched upon the multitude of questions that remains to be 
studied. They, are numerous enough and difficult enough to require 
the combined efforts of a number of university research groups, govern- 
ment agencies, and individual research workers. Each should try to 
concentrate on situations which are relatively close at hand and can 
be studied intensively. Economists will need the advice, and preferably 
the assistance, as fellow research workers, of their colleagues in the 
other social sciences. This need for interdisciplinary co-operation 
_among the social sciences is another reason for concentrating attention 


on studies in our own “back yards,” where real collaboration is possible. 


If these efforts are to be fruitful, however, they need encouragement 
and integration through some group such as the Committee on Labor 
Market Research of the Social Science Research Council. Furthermore, 
it is to be hoped that this is the first of a series of conferences, held 
more often than once a year, to exchange ideas, experiences, and 
tentative conclusions on research in wages and other aspects of the 
labor-management relationship. 


A PLAN FOR FUNDAMENTAL RESEARCH IN 
LABOR RELATIONS 


By FREDERICK H. HARBISON 
Industrial Relations Center, University of Chicago 


I. Introduction 


The objective of this paper is to suggest a framework for develop- 
ment of a general theory of labor-management relations.’ Such a theory 
must give proper weight to all of the motivating forces (social, psy- 
chological, economic, etc.) which determine the thinking and actions 
of employers and unions. It cannot rest on the assumption that the 
actions of workers, unions, and employers stem entirely or even mainly 
from economic motivations.” It must recognize as principal variables 
many factors which labor economists have heretofore banished to that 
intellectual no man’s land where other things are always equal. 

Obviously, it is impossible to study at one time the interplay of all 
the variable forces which determine the broad relations between unions 
.and employers throughout the economy. For practical purposes, it is 
necessary to break down the study of labor-management relations into 
small segments. But such segments must be part of carefully conceived 
and well integrated over-all plan of research based upon a consistent 
body of theory as well as objective reporting of facts. 

It is feasible, I believe, to break down the study of labor-manage- 
ment relations into segments by studying different types of relationships 
in much the same way as the chemist studies elements. In other words 
it should be possible to determine the distinguishing characteristics of 
a particular type of labor-management relationship just as the chemist 
determines the properties of a particular element. 

A conglomeration of unrelated case studies of labor-management 
types, however, in itself would not lead to a theory of labor-management 
relations. In order to develop a theory it is of primary importance to 
understand the interrelationships between types, the manner in which 


*The term “labor-management relations” we define as the relationships between union 
officials and employers and the relationships between employees and management which 
stem directly or indirectly from union-employer relationships. This definition will include 
union-management relations in organized plants and also employee-management relations 
in unorganized plants to the extent that such relations are influenced directly or indirectly 
by what takes place in organized plants, 

? Too many studies of union-management relations rest upon assumptions that employers 
are interested only in profits and workers think of little else but wages. Research in the 
field of “human relations in industry” has demonstrated that workers, union leaders, 
and businessmen are motivated by social, psychological, or political factors as well as 
economic factors. I refer here to the various well-known works of outstanding exponents 
of this school such as Elton Mayo, F. J. Roethlisberger, Benjamin Selekman, Burleigh 
Gardner, William F. Whyte, and E. Wight Bakke. 
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ay 
types conform to patterns, and the forces which account for-the patterns 
which are set. In reality, labor-management relations as a whole make 
up a constellation of interrelated types and patterns which are held to- 
gether by, a complex combination of social, economic, and political 
forces. If we can develop a method of determining the characteristics 
of these types and then work out hypothetical assumptions concern- 
ing their probable interrelationship within a broad constellation, we 


will have a basis for at least a tentative formulation of a general theory 


of labor-management relations. 


TI. The Unit of Research: The Labor-Management Type 


In the framework which is being proposed here the unit of research 
is the labor-management type. In defining a type of labor-management 
relationship, we should analyze two general sets of characteristics: 
first, the forces (economic, social, psychological, or political) which 
determine the policy decisions and actions of management on the one 
hand and union officials on the other; second, the structure of power 
relationships within management and within the union as well as the 
balance of power between them. It should be possible, then, to classify 
observations of human, economic, and political behavior with reference 
to these two general categories which we can call for simplicity “the 
factors which account for decision making” and “the structure of 
power.” 

In looking at the first set of characteristics—the factors which ac- 
count for the decisions made by the union and the employer—we are 
forced to evaluate both economic factors (such as for example influ- 
ences of the product market, the factor market, cost-price relationships, 


, etc.), psychological and human factors (such as the drive for status and 


power, relationship of the leader to the group, emotional adjustment, 
societal framework, routine behavior, etc.), and political factors (man- 
agement cliques, union factions, influence of government, etc.). In this 
way it is possible to discover a pattern of motivations which explain the 
decisions made by union officials and management executives in a 
particular labor-management relationship.* 4 

In studying different labor-management types, we should ‘expect to 
find that the decisions made on particular issues (such as for éxample 
managerial prerogatives, union security, grievance procedures, arbi- 
tration, etc.) follow a rather logical pattern within the framework of 
motivations on the union and management side. In effect, the motiva- 

7It is necessary, of course, to set forth in some detail a schedule of points to be checked 
in analyzing (1) economic factors, (2) psychological and human factors, and (3) political 
factors. A tentative schedule of such items is being used on some labor-management research 


projects now in progress at the University of Chicago. The discussion of such items in 
detail, however, is beyond the scope of this paper. 
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tional patterns of the union and the management really constitute the 
two sides of a mold which shapes the relationships between them, and 
the decisions made by each party on individual issues can be expected 
to bear the imprints of this mold. In short, we should look for con- 
sistency in the thinking and actions of the employer and the union in 
any clearly distinguishable labor-management type. 

The welding together of the union and management systems of policy 
into a relationship which governs the actions of one to the other forms 
the second set of characteristics of a labor-management type. If we 
assume that the labor-management relationship is partly a power 
relationship, we can address ourselves to such questions as these: 
Where does the power lie? How is it acquired or from where is it de- 
rived? Over what areas does the power of each side extend? How is it 
used? What are the consequences of its use? These power relationships 
can be divided into two analytical categories for the purpose of study: 
the internal power relationships within the management and union 
groups; and the balance of power between the management and the 
union. The analysis of the consequences of the use of power is applica- 
ble to both categories of power relationships.* 

By focusing attention on these two sets of characteristics it is fairly 
easy to distinguish consistent labor-management types.” To be sure, 
the characteristics of these types cannot be defined as precisely as the 
chemist defines the properties of elements. Yet, even where we know 
only a few of the more important motivations on the union and manage- 
ment side in particular case types, it is possible to find a logical explana- 
tion of joint actions taken by the parties and to develop a reasonably 
accurate guide for prediction of their future course of action. 

For example, in a study to be published shortly of the relationship 
between the U.A.W.-C.I.0. and the General Motors Corporation we 
have found a very clear-cut motivational pattern on both sides. The 
insistence of the corporation on protection at all costs of its managerial 


‘In discussing the first group of power relationships, for example, we should consider 
such things as the power of the individual company executives to make decisions. Whom 
do they have to consult? What pressures are brought to bear upon them? What are the 
legal or economic limits of the use of this power? What economic factors tend to limit 
or to enlarge their power? Likewise, on the union side we should look at the power of 
the union officials with respect to the rank and file, the struggle for control between oppos- 
ing factions, the prestige of the union with the workers, and effects of the market on the 
power of particular unions, 

An even more crucial problem is the analysis of the “balance of power” between manage- 
ment and the union. In some types the power of the union is so great that it can force 
its will upon management. In others management has the upper hand. In still others, 
the power may be fairly evenly matched. In all cases it is necessary to determine the 
extent to which one side has the power to initiate action or dictate policy. 

*Yn preliminary research undertaken by the Industrial Relations Center of the University 
of aren during the past year several different case types have already been analyzed in 
some detail. 
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; 
functións has its rootg in the conviction that the union is striving to ` 


undermine the authority and status of management and has as its ulti- 
mate objective the destruction of private enterprise. The union: officials 
who deal-with, General Motors seem. to be convinced that full produc- 


tion and full employment in the automobile industry can. never be- 


assured unless social controls are exerted over big business enterprises 
such as General Motors. These leaders advocate that the union, and if 
necessary the government, should participate in shaping the major 
policies of General Motors and the automobile industry to ensure pro- 
tection of the economic interests of both workers and the public. 


General Motors, accordingly, identifies its tough policy in keeping « 


the union at arm’s length with an ideological battle for preservation 


of free enterprise and the American way of life. The U.A.W.-C.LO. - 


identifies its fight for joint economic planning with a crusade to usher 
in‘a new era for the common man. 

‘ The conflict between the corporation and the union, therefore, is a 
clear-cut manifestation of a power struggle between those forces ad- 
vocating unrestricted freedom for private enterprise and those forces 


advocating some form of planned economy. These opposing economic - 


and political philosophies are more than academic beliefs in the minds 


jof the parties. They are connected with the preservation of status and ` 


authority if not the survival of both the management and union officials 
involved. 

Within such a motivational framework, the union-management re- 
lationship appears to be consistent. The Corporation looks upon collec- 
tive bargaining as a means of containing the union within the narrow 
area of wages, hours, and conditions of employment. The union looks 
upon the collective bargaining agreement as little more than a first step 
toward social and economic planning. Both sides, of course, have an 

` interest for different reasons in making the contract work. As we might 
expect, matters such as grievance procedures, seniority rules, working 
hours, and even wage determination appear to have been disposed of 
by give-and-take through collective bargaining. The real conflict, which 
appears to have no basis of solution, centers on what collective bargain- 

_ing should be and should include. The clash of interests here seems to 
color even the day-to-day relationships from top to bottom, and comes 
into sharp focus in struggles over negotiations of new agreements (as 
in the strike of 1945-46 over the wage-price-profit issue) & 

In the cases of two other automobile companies, a small novelty 
manufacturing concern, and four small steel fabricating companies, we 


° This study along with two other case type studies of other satellite automobile com- 
panies will be published sometime in 1947. The distinguishing characteristics of each type, 
of course, will be discussed in some detail as well as the interrelationships betweén the types. 


d S, 


VITAL PROBLEMS IN LABOR ECONOMICS 379 


have been able to distinguish other types of labor-management relation- 
ships with sharply different managerial and union motivational patterns 
resulting in an entirely different kind of collective bargaining. 

Although it is possible to classify labor-management relation by 
types, it is certainly true that such types are apt to be unstable. For 
example, the labor-management relationship in the novelty company 
today falls into a “union-management co-operation type.” Two years 
from now, it may have been transformed into one of labor-management 
conflict because of a change in the motivations of one side or the other. 
Accordingly, in analyzing case types, it is important to look for the 
* elements of stability or instability in the particular relationship. being 
studied. Obviously, there are many other similar difficulties involved 
in'studying and classifying case types which could be discussed if time 
would permit. 


III. Different Kinds of Types and Their Interrelationships 


Up to this point we have discussed merely the tools (methods 
, and concepts) which can be employed in a study of labor-management 
types. In order to understand the dynamics of labor-management re- 
lations we postulate that the labor-management types conform broadly 
to patterns, and that some types constitute generating centers which 
have a profound influence on other types. The types fall into three 
general categories: generating types which have a direct influence on 
other types, satellite types which are dependent to some extent on gen- 
erating types, and semi-isolated types which are more or less self-con- 
tained. Let us digress for a moment to relate this concept to known facts 
about modern business enterprise and modern unions. 
In this country there are literally hundreds of different types of 
business enterprise. There are small businesses which are owned and 
run by an entrepreneur with one or two employees. There are mass 
production enterprises employing over 200,000 workers. Some -com- 
panies are in fact as well as in theory controlled by their stockholders; 
some are “management controlled” or “banker controlled”; others are 
dominated by a single individual. Our business enterprise system is 
composed of a heterogeneous conglomeration of different types of busi- 
ness organizations. Yet, it is a system—a mixture of competitive and 
monopolistic forces—which somehow or other provides the goods and 
services which our society demands. It is a well-known fact, of course, 
that there is a high degree of concentration of economic and political 
power in the hands of so-called “big business.” Giant corporations such 
as for example U. S. Steel, General Motors, General Electric, Inter- 
national Harvester, and other leaders in their respective industries or 
trades have a very profound effect on the social, economic, and political 
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life of the nation, and in many respects they set the competitive patterns 


to which hosts of other businesses adjust or conform. 


Just as we have a system of business organization, we also have a 
labor system, or put in other terms, a union movement. Within the. 


union movement there are many different types of union organizations, 
large and small. The very large unions, such as for example the United 
Steelworkers, the United Automobile Workers, and the United Mine 
Workers, each has well over 500,000 members apiece. Some inter- 
national unions, on the other hand, have as few as 1,000 members. Then 
there are “independent” unions of various sizes and types and subject to 


various influences. Some unions are run by virtual dictators; others are ’ 


very democratic. In the aggregate they constitute our union movement 
which is now a very powerful and dynamic force in this country. Di- 


rectly or indirectly this union movement affects the thinking and action ` 


of practically all employers, organized or unorganized, for the nonunion 
employer is constantly aware that a union will be in position to organize 
his plant unless he meets or betters the wages and working conditions 
in the organized establishments.’ 

In the union movement as in the system of business organization 
“there is a high degree of concentration of economic and political power 
in large dominant organizations. The power and influence of the execu- 
tive board of the United Steelworkers—the organization which is now 


the base of the C.I.O. pyramid—reaches far beyond basic steel into 


scores of related steel processing and fabricating industries. John L. 
Lewis as President of the United Mine Workers has probably wielded 
in the past decade economic and political power as great and far- 
reaching as that of the House of Morgan in its prime. The Teamsters 
Union represents concentrated power by localities—witness-Dave Beck 
- in Seattle—not to mention the influence and control of the building 
trades unions in our large metropolitan areas. 


In both the system of business organization and the union movement 


there are elements of competition and monopoly, of bigness and small- 
ness, of personal struggles for prestige and position, and above all of 
concentration of far-reaching economic and political power. In this 
context, the study of labor-management relations is in reality the study 


of the influence and impact of these two heterogeneous systems on each - 
other. Our method of tackling this problem is to determine the relation-- 


ships in various types of intéraction between employers and unions 
and to construct in general terms the patterns to which such types 
seem to conform. 

In this connection the first task is to look for the types, of labor- 


"CE F. H. Harbison, “Some Reflections on a Theory of Labor Management Relations,” 
Journal of Political Economy, February, 1946. g 
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management relationship which constitute nerve centers because of 
great concentrations of power on both sides. Here are three examples: 
General Motors and the U.A.W.-C.1.0.; U. S. Steel and the United 
Steelworkers-C.1.0., and the bituminous coal industry and the United 
Mine Workers-A.F.L. These types of relationships represent great 
concentrations of power. Through collective bargaining among them- 
selves and negotiations with the government the parties determine the 
wages, working conditions, and conditions of employment of the 
hundreds of thousands of employees in these basic industries. Literally 
thousands of other employers and unions in the same or related in- 
dustries, furthermore, are influenced in their relationships directly or 
indirectly by the decisions reached in these great labor-management 
nerve centers. We thus term these and other similar kinds of relation- 
ships generating types. 

In order to determine the structure of power in labor-management 
relationships throughout the country it is necessary, obviously, to find 
out where these concentrations of power are, how the power relation- 
ship is developed into a workable arrangement between the parties, 
and the nature and extent of the influence of such centers of power. In 
itself this will require considerable exploration and research. The three 
examples cited above are influential national nerve centers. There are 
other important generating types of labor-management relations which 
are nerve centers in a particular region, market, industry, or work 
classification. These are important to study also. 

The next task is to study the relationship of satellite types to the 
generating types. Let us first look at a few examples of satellite types. 
The relationship between the management of the Studebaker Corpora- 
tion and Local 5 of the U.A.W.-C.1.0., although different in very im- 
portant respects from that existing between General Motors and the 
International U.A.W.-C.I.O., is nevertheless dependent on what takes 
place within the General Motors empire. The base wage rates at Stude- 
baker are set with reference to the General Motors rates. To a large 
extent the “market climate” for automobiles is determined by General 
Motors and the other two dominant auto manufacturing concerns. 
Broad union policies, furthermore, are determined in no small measure 
by what concessions can be secured by the union from General Motors. 

As a rather unique situation representing co-operation between a 
union and a large company, the Studebaker relationship does not con- 
form to the General Motors type. Yet, because of its dependent 
position in the industry, the Studebaker relationship tends to adjust 
to a “climate” created by the G.-M. relationship.* To date we have 


Our initial studies of labor-management relations in G.-M. and in Studebaker, of 
course, go into these points in much greater detail. 
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discovered several different variations of satellite types which adjust in 
this fashion to generating types.® 

Finally, recognition must be given to a category which we describe 
as semi-isolated types. In terms of the economy as a whole or the 
extent of the market these do not constitute nerve centers or power 
concentrations. Their influence on other types of labor-management 
relationships, furthermore, is not very great. At the same time they 
are not influenced significantly by what happens in the generating 
types. The relationships between the union and the management are 
more or less self-sufficient.” 

Within the framework outlined in this paper fundamental research 
should proceed in two directions. First, there is a great need for case 
studies of different types of labor-management relationships in which 
the principal social, psychological, political, and economic factors 
which determine each individual relationship are carefully analyzed. 
Such case studies can be conducted in all parts of the country by 
interested research specialists in industrial and human relations. They 
should deal with situations in small plants as well as large industrial 
empires and with relationships between single unions and single em- 
ployers as well as those involving regional or industry-wide bargaining. 
Second, the theoretical relationship between the generating forces and 
satellite types calls for the co-operation and combined thinking of 
many scholars in the field. In this way it will be possible to develop 
a theory of labor-management relations which should provide a basis 
for predicting the probable course of such relationships and a guide 
for recommending appropriate measures for improving them. 

If we can make pogress in these two directions, we may be able to 
find some answers to questions such as these: How do co-operative 
relationships arise between employers and unions? What changes in 
human relations accompany the working out of harmonious union- 
management relationships? What are the limiting factors on develop- 
ment of such relationships, and where achieved, how stable or per- 
manent are they likely to be? Is large-scale unionization consistent 
with a private enterprise system or will it eventually change such a 

? For example, the relationship between the Jones and Laughlin Steel Corporation and 
the U.S.A.-C.I.O. bears’ most of the earmarks of the relationship between U. S. Steel and 
the same union. In this connection, we have examined in a preliminary way about fifteen 
different situations in the basic industries which appear to fit into the classification of 
“conforming” satellite types. 

We have been examining lately the union-management relationship in a small novelty 
and manufacturing concern dealing with an A.F.L. industrial union. It appears to be 
capable of settling its own affairs and is relatively immune from the influence of decisions 
made on the outside regarding such matters as wage, working conditions, union security, 
or management rights. We have also observed that the very mature type of relationship 


which exists today in the men’s clothing industry is surprisingly self-sufficient and in 
many respects independent of what goes on in other manufacturing industries. 
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system? Could joint labor-management planning, similar to that now 
existing in the men’s clothing industry, be extended to the basic in- 
dustries? If so, what would be the probable political and economic 
consequences of such a development? 


The approach suggested in this paper can be criticized on many 
scores. It will be difficult, as Myers has pointed out, to get reliable 
interview information on the factors which motivate workers, business 
managers, and union leaders. It is difficult to classify complex kinds 


of relationships between unions and employers into types. We will. 
' find, furthermore, that such relationships may have a habit of chang- . 


ing type. This approach also calls for interdisciplinary collaboration 
among scholars and considerable common planning of research be- 
tween institutions. Then, too, we might as well recognize it is impos- 
sible to determine all of the characteristics of any labor-management 


type, and certainly we will have departed from this world before we _ . 


can define all of the.types which exist. It is far better, however, to 
face up to total problems than to study only neat little facets of prob- 
lems on which statistics or facts are easily obtainable. 
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ow IN THE AMERICAN ECONOMY 
’ NATIONAL PRODUCTIVITY: ITS RELATIONSHIP TO" 
UNEMPLOYMENT-IN-PROSPERITY . 


By BENJAMIN GRAHAM - 
New York City 


— 


- “Productivity on the national level” begins as a purely arithmetical 
concept. It is the quotient of natiorial-income or product divided by 
total hours worked, and it is expréssed in cents per hour. If income x 

? or product in different years is expressed in constant dollars, then 
the derived figures for national productivity. measure changes in over- 

‘all physical output per man-hour worked. They are as reliable as 
are the data for income ‘or product and for total hours. But sincé over- 
all productivity is a composite figure, it reflects not only the changes 
in man-hours required to turn out each given product but also the 

_ shifts in relative quantities and prices between industries or products. 
Hence we should distinguish in our thinking between “operational” 
‘and “structural” changes in national productivity. = 

- The year-to-year changes in over-all output per man-hour ‘do not - 4 
carry any imputation of merit or credit as between men, management, 
~and.machines; nor do. they admit of useful analysis for this purpose. 

“` The ‘same is probably true of all productivity figures above the level ` 
of the single plant. There are differences in significance and utility, 

. of course, between our broad figures of national productivity and more 
limited measures, such as the familiar index of factory productivity 
of the BLS. But since both are composite expressions the difference 
is at bottom one of degree and not of kind. Available data permit us } 
to work out separate productivity values for the respective industrial 
divisions of our economy—e.g., agriculture, manufacturing, even 

- services—and these can be aggregated into our total figures. 

‘-. National productivity is one of four basic arithmetical factors 
-which together determine the development of employment and unem- 
ployment in successive years. The-other three are the labor ‘force, 
the national income or product, and the average hours of work. The 


l apation is a simple one: U — F ——. Where U is the Number Un- ` 
PH 

employed, F is Working Force, I is National Income (or- Product), P 
is National Productivity, and Hi is the Average Hours Worked per Year. - 
-(The values of P will be larger if it is based on Gross National Product: 
instead of Income.) — 

In the arithmetic, an ‘incréase in national productivity will make 
` for an increase in unemployment unless it is offset by corrective move- 
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ments in the other three terms. It is our normal hope and expectation 
that the offset will come primarily from an increase in national income, 
and secondarily from shorter hours or a relatively smaller working 
force. But_if the other terms change insufficiently or perversely, then 
the increase in productivity is actually accompanied by (or “creates”) 
a rise in unemployment. In our actual experience since 1900 the 
changes in productivity have been larger percentagewise than in 
the other elements in the right side of the equation. To that extent 
increased productivity may be called the key element in- the develop- 
ment of unemployment before the war. 

The chief purpose of this paper is to trace, arithmetically and his- 
torically, the leading role of national productivity in the creation of 
a new phenomenon—that of unemployment in prosperity, as evidenced 
by the conditions prevailing in 1940 and 1941. The level of business 
activity in, 1941 was far higher than in any previous year—being 
127.2 per cent of normal against 110.3 per cent in 1929 (Cleveland 
Trust Company index). Yet in that year the unemployed averaged 
5 million, a figure also exceeding that of any year before the great 
depression, not excepting 1921. In 1940, with general business averag- 
ing a little better than computed normal, unemployment exceeded 
7,400,000; while in 1924, the earliest previous year of similar normal 
activity, unemployment was only 2,400,000. This coexistence of nor- 
mal and even booming business conditions with large-scale unemploy- 
ment deserves careful inquiry. Our analysis may suggest certain broad 
policies with respect to hours of work and wage rates, as supplements 7 
to other lines of attack on future unemployment. 

The sources of the data used are stated in the Appendix. We have 
studied figures both for GNP and National Income, with substantially 
similar results; but we shall use the income figures in this paper, be- 
cause they appear more reliable for years prior to 1919, and also be- 
cause they fall between the series of GNP and that of Disposable 
Income. In reducing our figures to a per capita basis, for year-to-year 
comparisons, it has seemed wise to allow for the steadily declining 
proportion of children. This has been done by giving half-weight to 
persons tinder sixteen. If the unweighted population were used some 
of the conclusions in this study would be overemphasized. 

Our primary comparisons are between five well-separated years, each 
of which enjoyed approximately “normal business activity” according 
to the Ayres—Cleveland Trust index. These are 1900, 1910, 1915, 1924, 
and 1940. By selecting these years we can pretty well eliminate 
cyclical influences, and concentrate on the secular movement. For 
additional information we supply figures covering the boom years 
1929, 1941, and also 1946 (partly estimated). 

It seems best to rely chiefly on three charts which show graphically 
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_ how the ‘ieinploy sieht of 1940 and 1941 developed out of the dis- ` 


parate movements of the formula factors. The data underlying the 


charts and also a table showing the percentage changes in significant: 


items between various pairs of years—normal against normal, boom 
against-boom, and normal against later boom—are found in the Ap- 
pendix. to this paper. Interesting calculations can be made involving 


depression years, but they are not particularly useful for-this study. 


“The same applies to comparisons between boom years and later normal 
years. 

The most significant factor shown by our numerous “comparisons 
is the tendency for productivity to increase at a faster rate than 


production” (or consumption and income). This has been uniformly. 
“true, prior to Pearl Harbor, except in two skort periods between `’ 
_ normal and boom: times (1925- -29 and 1940-41) when product and - 


income rose at an ultrarapid rate. 

If productivity advances faster than per capita production, the 
arithmetical result must be a decline in the hours of work required 
per capita ‘of population. And if working hours per worker do not 

- fall as fast as the hours needed per capita, then the arithmetical result 
must be a reduction in the percentage of the population employed. Our 
charts show that both of these results developed between 1900 and 
1940. 

Between 1910 and 1940 the reduction i in the work week—substantial 

- as it was—proved insufficient to offset the decline in working hours 

needed per capita; hence there was an important falling off in the 
number of workers needed (employed) per capita. Between 1910 and 

1924 this reduction was only 1.8 pet cent, but between 1924 and 

1940 the tendency accelerated and produced a reduction of 6.4 per 


cent. While these percentage figures appear small they are of great’ 


marginal importance—the 6.4 per cent decrease in workers needed 

per capita between 1924 and 1940 meant a reduction of about 3,200, 000 

, in employment in the latter year. 

__ The difference between the 6.4 per cent figure i in 1924-40 and the 

- 18 per cent reduction in 1910-24 explains in good part why mass 
unemployment in prosperity was apparent in 1940, as against the very 


-minor problem existing in 1924. The underlying tendency towards ' 
increasing unemployment ‘in successive normal years was existent ` 


prior to 1929; but it escaped notice, first, because it had not yet 
reached serious proportions, and, second, because it was obscured by 
the temporary boom conditions of the late twenties. As will be seen 


from Chart C, a.substantial part of the unemployment of 1940 and ` 


1941 grew out of a separate factor; namely, an embartassing 1 increase 
in the working force relative to population. 
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When 1940 is compared with 1910, the lapse of a generation brings 
out the divergence between productivity and production in striking 
- fashion. An extreme way of showing what has happened is as follows.’ 
In these thirty years there was an increase of 103 per cent in national 
income in constant dollars, but this increase was produced by working 
total hours only 8 per cent greater in 1940 than in 1910. 

Looking forward into the future, the crucial question will be whether 
we shall be able to reverse this tendency for productivity to expand 
faster than per capita product. On this point the results of 1946— 
to be discussed later—-will be found startling rather than conclusive. 
The arithmetical rule involved may be summarized in the following 
alternative: either (a) we must increase production-consumption-in- 
come as fast as over-all productivity, or (b) failing that, we must de- 
crease working hours sufficiently to offset the disparity, or (c) failing 
both «æ and b, we shall employ fewer workers per capita. 


The “Stagnation Theory” and 1940-41 Unemployment 


Our figures show clearly that the unemployment under study does 
not owe its origin to economic maturity or stagnation—as those terms 
are generally understood. The record high business activity in 1941 
makes such an explanation manifestly inapplicable to the large un- 
employment in that year. But even in 1940, when unemployment stood 
at 71⁄2 millions, there were no statistical signs of stagnation; at most 
there was a slight suggestion that the rate of expansion between suc- 
cessive normal years had slowed up somewhat. 

Unemployment in prosperity is a phenomenon not of stagnation but 
of disparate rates of expansion. This may best be demonstrated by 
comparing the 1900-10 material with that for the 1929-41 interval. 
In the first decade of the century national income and productivity 
apparently rose at about equal rates; there was a negligible decrease 
in total hours worked, and this was more than offset by a modest 
shrinkage in the work week. The result was an increase of 3.7 per cent 
in workers needed (employed) per capita. 

Between 1929 and 1941 the percentage increase in over-all produc- 
tivity was more than twice as great as that in national income per 
capita. The result was that hours worked per unit of population shrank 
14.8 per-cent; and even a drop in weekly hours from 51.5 to 45.5 
was not enough to prevent a 3 per cent decline in the percentage of the 
population employed. In the meantime, there was a similar rise in the 
percentage of the population seeking work. These two tendencies 
accounted about equally for an increase of 3%4 million in unemploy- 
ment between 1929, a boom year, and 1941, a still better year. 

Unemployment caused by an over-all productivity that outstrips 


1 


388 * AMERICAN ECONOMIC ASSOCIATION 


total production might properly be called “general technological un- 
employment.” It is essentially dynamic in its character, and is more 
‘of a threat under conditions of technical progress than in stagnation. 
We shall not here discuss the extent to which this unemployment may 
also be called “structural,” in the sense that it arises from failure of 
wage rates to fall to a level that will clear the labor market. It may be 
observed, however, that the faster the rate of advance in productivity 
the more drastic would have to be the decline in the price and wage 
structure to maintain full employment by the automatic responses of 
the markets—and the more serious the consequent problems facing 
both business and labor. 


The Results of 1946 


Let us turn our attention now to the data for 1946, as they are tenta- 
tively available. Since there was only minor unemployment last year, 


it is evident that our arithmetical factors were in better relationship, 


employmentwise, than they were in the years 1940 and_1941. The de- 
tailed figures carry some surprises. 
The most important point is that between 1940 and 1946 the gain in’ 
national income far outstripped the rise in productivity. This is the 
reverse of what happened between 1900 (or 1924) and 1940. Interest- 
ingly enough, the reversal is not due to any real slackening in the rate 
of increase in national productivity—just as the development of unem- 
ployment from 1924 to 1940 was not due to a serious slackening in the 
rate of expansion in national income. 
Our national productivity figure was about 18 per cent better in 1946 
than in 1940, But during the same period the manufacturing component ` 
shows a small decline in productivity; and if we take automobiles as ` 


‘an important subcomponent we find here an apparent decline of about 


25 per cent in output per man-hour. (The latter two figures are com- 
puted from the monthly series of dollar shipments from factories, price 
index of manufactured goods, number employed, and average weekly 
hours. By a coincidence this calculation gives an actual 1946 figure for 
factory productivity almost identical with the C. E. D. projection made 
in 1945.7) : 

By contrast, however, our computations ‘show productivity increases 
of from 25 per cent to 35 per cent over 1940 in the important areas of 
agriculture, trade, railroad transportation, and mining.’ It is a strange 
phenomenon to see manufacturing productivity lag so far behind the 

* American Industry Looks Ahead, p. 46. 
* May I state respectful disagreement with Ewan Clague’s statement that productivity 


figures for trade have little meaning. (See his address, “The Facts of Productivity,” Decem- 
ber 6, 1944, New York.) ; 
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other sectors. As our chart shows, the opposite relationship held true — 
steadily between 1900 and 1940. 

Another striking fact about our 1946 data is that they correspond 
very closely with several of the full employment estimates for 1950. 
We actually registered a national income of about 165 billion dollars, 
a labor force of 6114 million,“and total employment of 59 million. 
Prices, however, averaged about 10 per cent higher than the 1944 level 
used in these 1950 projections; hence real income and real national 
productivity were about 10 per cent lower than the estimates of 1950. 
But the 18 per cent rise in over-all productivity between 1940 and 1946 
is about “on the beam” of the 35 per cent increase generally expected 
by 1950. 

An extraordinary paradox is implicit in these figures. In over-all 
terms of real income and full employment 1946 was a banner year, 
and far exceeded anything we could dare to hope for before the war. It 
solved most favorably the problem of productivity’s outstripping in- 
come, that created unemployment in prosperity during 1940 and 1941. 
However, 1946 did not bring us economic satisfaction. It has been 
called “‘a year of great economic confusion” (A. P. Sloan, Jr.), and even 
“a year that the locust hath eaten.’’* 

One key to the paradox and the malaise of 1946 probably lies in the 
discrepancy between the lagging productivity in manufacturing lines 
and the brilliant production results achieved elsewhere in the economy. 
Manufacturing has long been the central sector of management-labor 
negotiations; hence the nontypical character of manufacturing results 
in 1946 opened the way to a mass of misunderstanding and conflict 
in industrial relations. 

I return now to the bearing of the 1946 figures on my basic thesis 
that unemployment in prosperity has resulted from the outpacing of 
income by productivity. Was that a phenomenon only of pre-Pearl 
Harbor; and does the full employment of 1946 mean that from now 
on national income will expand at least as rapidly as national produc- 
tivity? This may be so, but I greatly doubt it. There are too many 
reasons for believing that 1946 was a boom year, and that its favor- 
able configuration in our analysis is destined to prove temporary. Aside 
from the major element of replenishment demand, we must recognize 
in 1946 at least five other factors characteristic of temporary booms. 
These are rising prices, expanding inventories, commercial loans, and 
installment debt; and an unusually large export balance. While nothing 
is certain in our dynamic history, I believe economists would do well 
to assume ‘that the trends clearly recognizable over the long period 


"R. Rodgers, Commercial and Financial Chronicle, January 9, 1947, p. 120. 
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1900-40 are more likely to hold sway in the future than are the quite” 
contrary developments of our first postwar year. ; 

If this deduction is correct we shall again encounter’ grave problems 
. in later years, growing out of that very national productivity on which 
we so justly pride ourselves. Not the least of our logical difficulties lies 
in the Janus-like character of productivity—which now enables em- 
ployers and union leaders to talk past each other, with no meeting of 
minds. Employers insist (in the recent words of Dr. E. P. Schmidt) 
that “only by more production per man-hour can all workers and all 
persons attain a higher standard of living.”* Union leaders are keenly 

aware that increased productivity has precipitated and may continue 
` to precipitate- “personal tragedy.”® Both of these seemingly divergent 
viewpoints are correct. It is the task of economic statesmanship to de- 
velop an underlying philosophy and technique of employment which 
fully recognize both faces of the coin of productivity. 


Hours of Work and Unemployment 


The relationship between national productivity and unemployment 
is strongly affected by the three other arithmetical factors in our origi- 


nal equation; namely, national income, hours of work, and labor force." 
Our discussion to this point has centered on the relative movement of - 


national productivity and national income, We lack time for an ade- 


quate treatment of the hours-of-work factor and the working force 


factor; hence we must confine ourselves to some summary statements 
on the subject. 

Our Chart B shows that the decline in the work week between 1900 
-and 1940 offset a large part of the decline in total working hours needed 
_ per capita, but not all of it. There is a strong implication here that if 
the work week had fallen still more rapidly, the unemployment in 1940 
and 1941 would have been smaller, and conversely -if the work 
week had not fallen as much. This suggests that, instead of permitting 
shorter hours to work out as an accidental offset to developing un- 
employment, it would have been wiser to study carefully their. potenti- 
alities as a planned and purposeful corrective. . 

We shall not attempt such a study here, beyond suggesting a asic 
arithmetical relationship existing between (a) an increase in per Capita 
income or product; (b) a greater increase in production per man-hour; 
(c) the reduction in hours required to absorb the difference; and (d) 

‘ Chronicle, January 2, 1947, p. 26. 

* Solomon Barkin, Chronicle, December 12, 1946, p. 3122. i 

‘It is mathematically true, of course, that any four of the quantities determine, or 
“create,” the fifth. I suggest as an economic truth that the ratio of income to produc- 


ticity, ie. their relative rate of increase, is largely independent of the other three factors; 
and that ‘the Size of the working force is similarly independent. 
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the resultant hourly and weekly wages needed to yield constant unit 
- costs. The rule is as follows: If in any period national income increases, 
but productivity rises faster, it is possible to reduce hours, maintain 
. employment, hold down unit costs, and still increase the weekly pay 
at the same rate as the rise in per capita national product. 

Assume, for example, that in a given period of years per capita in- 
come rises 12 per cent and productivity rises 20 per cent. Hourly wages 
can be advanced 20 per cent without increasing unit costs, but hours 
must be reduced 624 per cent to maintain employment. If both of these 

are done, then, even though the work week is thus shortened, the weekly 
` pay will still increase by 12 per cent. These are average figures, and are - 
thus subject to many practical limitations; but the basic principle is 
sound and useful. 

- The Working Force Factor 


Our third chart shows that since 1929 the working force has risen 
persistently in ratio to weighted population. Although the percentages 
involved are seemingly small, they had a profound influence on the un- 
employment figures of 1940 and 1941. The rise in national income in 
1946 not only absorbed the increased productivity since 1940 but was 
enough to offset a continued perverse increase in the relative labor 
force; and, beyond that, to cancel most of the unemployment of 1940. 
But on the other hand, practically all the large increase in unemploy- 
ment from 1924 to 1941 was caused by the rise in the relative working 
force during the seventeen-year period. If we are to move back to more 
familiar and less favorable economic conditions, the perverse trend in 
the labor force may be found to be as direct and embarrassing a source 
of unemployment as the relative decline in the need for workers. The 
. relationship of this factor to the responsibilities assumed in any “na- . 
tional full employment policy” is recommended for serious study by 
economists. 

Generalization versus Discrimination 


Our studies of national productivity since 1900, and allied data, 
are presented with the knowledge that they are not precisely accurate 
and that the over-all figures conceal many disparate components. We 
suggest, however, that neither of these deficiencies impairs the utility 
of the data, provided we limit their use to its proper area. They con- 
tribute a broad and perhaps a new insight into the changing forces 
affecting employment and unemployment in the past half century. The 
major relationships shown by the lines in our charts are not likely to 
be modified appreciably by any refinement of our quantities, nor would 
we gain in basic understanding if- we broke them down into numerous 
components. 
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The use of over-all data has been sharply criticized of late, because 
they: were put forward as the determinant of current wage policy. Itis ' 
' | difficult to say which mistake would be greater: to base policy exclus- 
ively on over-all data, or to ignore over-all data entirely in arriving . 
at policy. Discrimination is indeed. of the essence; but this includes 
the discriminating use of national data. Whether. we like it or not, the 
level of unemployment is a national datum. Its future development will ` 
be, controlled inescapably by developments in national productivity, in + 
national. income, in national working force, and even in that purely 
arithmetical Speen, the national hours-of-work. p 


Appendix 
Source of Data Used 


x-7 1, National Income in Constant Dollars. Figures for 1919-41 were 
supplied by the. Department of Commerce, in 1939 dollars. Those for 
1900-18 are based on W. I. King’s material, which is used by the De- 

- partment of Agriculture. 
. 2. Gross National Product in Constant Dollars. Taken. from page 
37 of Senate Hearings on S-380. ` 

3. Factory Productivity. Figures for 1910-41 from BLS; 1900 is my -4 
estimate: for 1946 see text. 

: 4. Work Week. Figures for 1940, 1941, and 1946 are based on De- 

- partment ọf Commerce data for private nonagricultural workers, (Sur- 
vey of C. B., December, 1946, page 9), plus estimate of fifty-five hours 
for farm workers. Previous years’ figures are based largely on estimates . 
developed by Dr. Paul Douglas. Both the farm and nonfarm week in 

` 1900 are taken at fifty-eight hours. The over-all reduction from 1900 
to 1940 is 25.per cent; cf. the “round figure” of a 20 per cent reduction ` 
from 1899 to 1939 given by Fabricant, Labor Savings in American 
_ Industry, 1900-39, page 34. 

* Ss Working Force and Employment. Taken from page 58 of Senate 
Hearings on S-380. The 1910 figure for working force is appreciably 
Tower than that given in the census, but it appears more plausible. 
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TABLE IA 
VALUES FOR CHARTS A, B, AND C 





1900 1910 1915 1924 1929 1940 1941 1946 


National income (1944 dollars).... 537 605 631 707 805 827 974 1199 
_ National productivity (1944 dollars) 41.3 47.2 52.3 60.1 65.6 88.9 93.9 105.0 
Annual hours required......, ..... 1301 1283 1206 1177 1213 921 1034 1139 
Factory productivity............. 44 52 60 80.6 100 138.8 142 ` 138 
Average work week.............. 58 55 54.5. 52 51.5 43.5 45.5. 45 
Workers needed............-5.. 431 .448 .424 .439 .453 .412 .439 .488 
Working force... oouo -452 .467 .461 .464 .466 .478 ..482 .507 
Unemployment. ..... ornare .021. .019 .037 .025 .013 .066 .043 .019 


National productivity in cents per hour; factory productivity as percentage of 1929; work 
week in hours. All other data are “per-capita-weighted.”? i 


N 
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TABLE IB . 4 
SUPPLEMENTARY DATA 
1900 1910 1915 1924 1929 1940 1941 1946 
Population (millions)........ 76.1 92.4 100.5 114.1 122.8 132.0 133.2 141.0 


Population weighted (millions) 62.2 76.7 83.5 95.5 102.7 114.2 115.0 121.0 
National income current dollars 





(billions) ..............-8. 19.1 32.6 39.3 78.6 83.4 77.6 96.9 161.0 
National income 1944 dollars j 

(billions) ...... eeaeee 33.4 46.4 52.7 67.5 82.7 94.4 112.5 145.0 
Working force (millions) ..... 28.1 35.8 38.5 44.3 47.9 54.6 55.7 61.4 
Employment (millions)...... 26.8 34.4 35.4 41.9 46.5 47.1 50.7 59.1 
Unemployment (millions).... 1.3 1.4 3.1 2.4 1.4 7.5 5.0 2.3 
Total hours worked (billions). 80.9 98.3 100.8 112.4 124.5 105.8 119.5 137.7 


GNP. o oa eae eau’. 544 653 651 873 990 1060 1245 1578 
Productivity—GNP basise.... 41.8 51.1 53.9 74.0 81.8 114.1 118.3 137.3 


a Less $4 billion increased federal bond interest. 
t Dollars per-capita-weighted, in 1944 dollars, 
e Cents per hour. 


Taste IT 


PERCENTAGE CHANGES BETWEEN YEARS IN FACTORS DETERMINING 
EMPLOYMENT AND UNEMPLOYMENT 
(All comparisons are on a “per-capita-weighted”’ basis, except 
those for productivity and work week.) 
Productivity = National Income Produced per Man-hour 


(1) (2) (3) (4) (5) 
5 years 10 Years 14 Years 16 Years 30 Years 
1915 1910 1924 1940 1940 


vs. vs. vs. vs. vs. 
1910 1900 1910 1924 1910 








A—Normal Year vs. Normal Year 





National income..............00 +43 +12.6% +16.9% +17.1% +36.8% 
Productivity... ... aseeseensa -+10.8 +14.2 +27.3 +46.1 -+88.3 
Total hours worked.............. — 6.0 — 1.5 — 8.5 —21.7 — 28.3 
Work week...... E E She have bx — 1.0 — 5.2 — 5.5 — 16.3 —20.9 
Employment................0006 — 51 + 3.8 — 1.8 — 6.1 — 7.8. 
Working force..............0000- — 1.1 + 3.1 + 0.2 + 3.0 + 2.6 
Unemployment...........-..008. +95.0 — 9.0 +32.0 +164.0 +247.0 
(6) (7) (8) (9) (10) 
1 Year 5 Years 17 Years 29 Years 31 Years 
1941 1929 1941 1929 1941 
vs. vs. vs. vs. vs. 
1940 1924 1924 1900 1910 
B—Boom Year vs. Normal Year 
National income.............206- +17.7% +13.8% +37.8% +50.0% +61.0% 
Productivity..........0. ese ee ees +5.6 49.1 +56.1 +59.0 +99.0: 
Total hours worked.............. +13.3 + 3.3 —12.0 — 6.6 —19.4 
Workweek. 2.0.00... 20.0 cece eee + 4.6 — 0.9 —12.5 —11.1 —17.2 
Employment...............00085 + 6.5 + 3.0 — + 5.0 — 1.8 
Working force........-. 00602 eee + 0.9 + 0.4 + 3.8 + 3.1 + 3.4 
Unemployment............0..048. —34.0 —48.0 -+72.0 —38.0 -+121.0 
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TABLE II (continued) 












a1) (12) (13) (14) (15) 
12° Years 6 Years 47 Years 22 Years 36 Years 
1941 1946 1946 1946 1946 
vs. vs. vs. vs. vs. 
1929 1940 1929 1924 1910 
C—Boom Year vs. D—1946 vs. Previous Years 
Boom Year 5 
National income.......... + 20.9% +45.0% +49.0% +69.5% + 98.0% 
Productivity............. + 43.1% +18.7% +60.2% +75.0% +122.8% 
Total hours worked....... — 15.5 +23.5 — 6.2 — 3.4 — 11.3 
Work week......... — 12.8 + 3.4 —12.5 —13.3 — 17.4 
Employment. ... — 3.1 +18.4 + 7.8 +i1.1 + 8.9 
Working force... <3 + 3.4 6.0 + 8.8 + 9.2 + 8.5 
Unemployment........... +231 .0% ~T1.1% +46.0% —24.0% — 
TABLE IJI 


SOURCE OF INCREASED UNEMPLOYMENT 
1941 anp 1940 vs. 1924 





1940 vs. 1924 1941 vs. 1924 
Increase due to: : , 
Larger population.................5-.. 470,000 500,000 
Fewer workers needed. n.n ouseneanene 3,080,000 — 
More workers available................ 1,550,000 2,100,000 
a EAT E <.. 5,100,000 2,600,000 


(Data are based on weighted population.) 


z 


PRODUCTIVITY IN WAR AND PEACE 


By Jurus Hirsce 
New York, New York 


I 


When this meeting was first planned almost a year ago, its main 
problem seemed to be to determine whether or not the productivity of 
our economy has increased for good during the war and if so whether 
in such a degree as to threaten us with technological unemployment. 

Then came the first round of the struggle for higher wages. Wage 
demands were based on labor’s contention that productivity had greatly 
increased, while management argued that productivity had decreased 
rather than increased. Thus, it became urgent to clarify the methods 
used in measuring productivity. In order to do so, the Department of 
Labor, together with the Bureau of the Budget, held a two days’ Con- 
ference on Productivity in Washington on October 28 and 29, 1946. 

We hope to contribute to the valuable pioneer work done by this 
conference by tackling the whole problem, so to say, from the other end. 
The Conference started its discussions by studying the changes in 
productivity first at the job level, next at the plant level, then pro- 
ceeded to the corporation level, and finally to the national and inter- 
national level. It aimed to establish measurements of productivity which 
are directly based on physical volume. We feel that in this meeting the 
general level of the national economy should be the starting ‘point; 
that the main question should be if and in what sectors of our economy 
productivity has increased and decreased during war and transition, 
and what we have to expect from the new trends which are developing. 
We try to approach this by dollar figures, adjusted to as uniform levels 
as possible to make them comparable. 

It is one of the few points on which there is unanimity in economics 
that, in the long run, higher wages, good profits, and better standards 
of living are only possible on the basis of a constantly rising national 
productivity. The great and perhaps fateful change which has occurred 
is that what had formerly happened unconsciously through the working 
of the markets without the benefit of planning has now become a matter 
of reasoning. In the past decades it was the free play of the economic 
forces which allocated the proceeds of the increase in productivity to the 
Big Three: capital, labor, and consumer. Now, we are trying to sub- 
stitute willful decisions for the mechanics of the markets. Because this 
is so, it has become necessary to measure the progress of productivity 
in a given period and then to determine how the proceeds of this prog- 
ress have been divided among the three rather unequal partners: 
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capital, labor, and his anonymous miserability, the consumer. This at- 
_ tempt will never again be given up. 


Tl a 


The problem of how to measure the increase in productivity has been . 


thrown on the economist and does not yet find him fully prepared for 
this momentous task. There is not even now unanimity on the question 
of whether our national productivity increased at all during the war, 
much less to what extent. If there was an increase, did it continue at 
the rate which we considered normal before the great depression; 
namely, 2 per cent a year?* And if we have made any real progress, can 
it be considered a lasting gain? 
` The President, in his Economic Report of January 8, 1947, has given 
a very clear and unmistakable answer to the question. He told-us that 
we have to prepare for a 200 billion dollar a year economy instead of 
a 100 billion economy as in the past and, referring to 1939, said: “Even 
allowing for price changes, we have made such great strides forward 
in wealth and productivity that our thinking for the future can no 
longer be bound by the distant past.’” 

‘How great were, in terms of real value, these “great strides forward 
in wealth and productivity”? And where has the gain been achieved? 


` II 


The Development Between 1939 and 1946. The gross national in- 
come, in 1944 prices, rose from about 112 billion dollars in 1939 to an 
average rate of 170 billions in 1946, or by somewhat more than 51 per 
cent.’ Civilian employment which had amounted to 45.3 millions in 
1939 approached almost 58 millions in the last months of 1946, and was 
55.4 ‘millions on the average of that year. The nonagricultural popula- 
tion worked on the average one hour per week more than in 1939.* If 
we. surmise this to be true also for the agricultural sector, we find that 
the volume of labor within our economy increased by 24.6 per cent 
over these seven years and that the productivity of the average labor- 
hour rose by 21.8 per cent or a little more than 3.1 per cent per year. 
Of the 58 billion dollars by which our gross national product has grown 
in prices of 1944, 30.75 billions were thus created by more labor hours 
and 27.25 billions were the gain of an increase in productivity. 

These results are in striking contrast to those of Great Britain. A 
report of the British counterpart to our National Planning Association, 

*See, however, Rufus S. Tucker who puts the general increase of productivity from 1929 
to 1941 at only 1.4% a year. 


eae Report of The President, January 8, 1947, p. 17. 
id 


“Survey. of Current Business, December, 1946, p. 9. 


ae 
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the P.E.P., published three weeks ago, is definitely pessimistic. It quotes 
the Secretary of the (British) Industrial Management Research Associ- 
ation as saying: “Output per worker is of the order of 70 per cent of 
prewar.” The P.E.P. states that in the British coal mining industry the 
drop is by 10 per cent; in the cotton industry by 21 per cent. 

In contrast, the figures given by the President are certainly encourag- 
ing. Compared with what his report calls “the remote past,” namely, 
seven years ago, the volume of production has increased by an average 
of more than 7 per cent a year or almost three times the average rate 
between 1899 and 1929. There is certainly an increase per average 
labor-hour. But where did this obvious increase take place? How can 
we distribute the 27 billion dollars of real increase of our economic 
performance among the great sectors of our economy? An attempt to 
do this, however, runs into considerable difficulties. 

1. Agriculture. According to a recent statement of the United States 
Department of Agriculture the output per agricultural worker increased 
by approximately 40 per cent between 1939 and 1946.° This is certainly 
not an overstatement, even if we take into consideration that the de- 
mand for grain on the farm has partly been replaced by the demand 
for oil.” 

The United States Department of Labor’s figure shows an increase 
of only 22.2 per cent in the output per agriculture worker between 1939° 
and 1945, while the United States Department of Commerce evaluates 
the increase at almost 50 per cent. 

It. has at various times been stated that the volume of our farm 
production has increased by one-third since 1939.° The number of 
persons employed in agriculture, according to the available figures, 
seems to have been 10.8 millions on the average of the year 1939, 9.8 
millions in 1945, and somewhat higher in 1946. This would yield an 
increase of well beyond 44 per cent over 1939, or an annual average 
of almost 6.5 per cent. 

Some of the great differences in the figures of the authorities which 
have estimated productivity in agriculture are caused by the different 
way of treating such “inorganic” factors as the unusually favorable 
weather during seven consecutive years, the removal of restrictions on 
production, etc. For the purpose of obtaining comparable yardsticks of 

$ Planning, January 3, 1947, No, 280. 

* The Agricultural ‘Situation January, 1947), p. 8; G. T. Barton, Farm Wage Rate/and 
Labor Efficiency. 

™See also Glen T. Barton and Martin R. Cooper, Farm Production in War and Peace 
(Bureau of Agricultural Economics, December, 1946), with somewhat different results. 

°C. S. Golly and Allan D. Searle, “Productivity ‘Changes since 1939,” Monthly Labor 
Review, December, 1946, p. 3. 


? Survey of Current Business, October, 1946, p. 4. For 1946 the physical volume of 
agricultural production is put at 131% of that of 1939. 


400 AMERICAN ECONOMIC ASSOCIATION 


economic magnitudes, we think that physical yolin and persons em- 
ployed in agriculture should be compared. À 

„Mining. If we take 1939 as 100, the index of the volume of produc- 
tion, according to the Federal Reserve Board, was on the average for 
the year 1946-equal to about 128. The number of employed persons 
was about 81 per cent; taking into consideration the labor-hours per 
week, we find an increase of productivity of 32.3 per cent in the period 
1939-46, or an average yearly increase of 4.6 per cent. 

For the years 1939-45 the Department of Labor states an increase 
in labor productivity of only 17.8 per cent which would mean that on 
the average of these years the increase of productivity amounted to 3 
per cent a year, or almost exactly the same as in the last two decades 
before the war.” 

Transportation. The increase in labor productivity of railroad trans- 
portation, if 1939 equals 100, was 139.5 in 1945, according to the 
United States Department of Labor, which means about 6.6 per cent 
per year during 1939 and 1943. The preliminary results for 1946 seem 
to indicate a lower rate; i.e., 4.75 per cent per year.” 

Other Public Utilities—Electricity. From 1939 to 1945 the output 

‘per man-hour has risen by 81.4 per cent, or in the average of those 6 
years by 13.6 per cent.?? 

Trade. The figures which are easiest to compare are those of retailing. 

` Retail sales amounted to 42.04 billion dollars in 1939 and were about 

96 billions in 1946. An approximately correct figure for a comparison 
with 1939 might be arrived at if we deflate the average retail price 
level of 1946 by one-third. In 1946 we have then an increase of almost 
22 billions in 1939 dollars over 1939. 

Total average employment in retail trade was 6. 21 million in 1939 
and 7.8 million in 1946. The average increase in productivity over the 
seven years amounts thus. to about 4.5 per cent. 

The Great Enigma: Manufacturing Industries. We had about 10 

. million workers in 1939 and about 14 million on the average in 1946. 
The number of labor hours was about 6 per cent per week higher than 
in 1939. 

The Federal Reserve Board estimates that the physical output per 
labor hour in 1946 was about 10 per cent higher than in 1939. On the 
average of the seven years this would yield only an increase of 1.4 
per cent. 

If we relate the number of labor hours-to the volume of manufac- 

* Monthly Labor Review, December, 1946, p. 895; more detailed, p. 909. 


“The Interstate Commerce Commission, Increased Railway Rates, Fares and Charges, 
December 5, 1946. 


2M onthly Labor Review, December, 1946, p. 895; more detailed, p. 909. 
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turers’ shipments we do not find any increase of productivity at all. 
Have the “great strides forward in productivity” as emphasized by the. 
Presidential message of January 8 been absent in that part of our 
economy which in former years was foremost in the progress of pro-- 
ductivity? As we will show later in this paper, this progress had even 
not subsided during the bad years of depression. Has it been discon- 
tinued during the years when the greatest investment of all times has 
taken place in our industrial economy? After all, production has not 
been exclusively in the munitions and other war industries. 


A TENTATIVE TABLE: WHERE Dip PRODUCTIVITY INCREASE? 








Employed Persons Increase in Productivity 
(in millions) 1939-46 
1939 equals 100 
Of Yearly 
1946 Total Average 
Agriculture............000005 as 9.8 40.0 5.7 
Mining.......... 2. ccc eee eens 0.78 32.3 4.6 
Transportation and other utilities 4.0 33.3 4.75 
(of this electricity)............ (81.4) (13.6) 
Trade voce cesaccaee wi eaine. coed 7.8 31.5 5 
Manufacturing industries........ 14.0 10.0(?) 1.4(?) 
Al others ..............0..000- 19.02 ? ? 
Total civilian economy ....... 55.40 21.5 3.1 








This picture will be a surprise to many onlookers. It means that the 
increase in our productivity has taken place to an overwhelming part 
in agriculture, mining, transportation and retailing, wholesaling and 
other service trades, but only to a very minor degree in the more than 
one quarter of our economy which embraces the manufacturing indus- 
tries. I wonder if the statistical picture will not look considerably differ- 
ent when the transition of our economy from a wartime to a peace- 
time basis has been completed. The great influx of capital and improved 
technique which took place in the last seven years is bound to show 
up. : 

IV 

“Volume Productivity” and “Real Productivity.” Labor Commis- 
sioner Clague is of the opinion that the increase of production per 
employee in wholesaling and retailing is of little meaning. I think it is 
of great meaning, but only insofar as the methods for measuring pro- 
ductivity are concerned, All our research before the war has shown 
that there was only a small, if any, increase in output per employee in 
thirty and probably in forty years. As late as 1941, the Harvard Busi- 


402 . AMERICAN ECONOMIC ASSOCIATION - : 

ness School stated that the-trend towards increased unit costs in takers 
ing was still continuing.** Now suddenly the productivity in this large 
business line seems to have increased by 4.5 per cent per year over 
seven years; that is to say, more than the average rate of increase in our, © 
total economy. The answer to this puzzle is that evidently this increase 
has as good as nothing to do with improved methods of selling. It is 
mainly a result of greater volume, of ‘better utilization of capital and la- 
bor. What happened here has happened to varying degrees in the whole 
area of our economy. We must try to distinguish as sharply as possible 


TABLE I 
~- VOLUME PRODUCTIVITY AND REAL PRODUCTIVITY 








Gross Civilian Production 


Productivity Index 1928-34 ` 











Year Product per Employed ; a 
Civilian ; (1939= 100)? 
(1939 Dollars) 
All Railroad. Agricul 
Manufacturing | Transportation griculture . 
* 1928 1710 . 72.4 73.7.’ 91.7 
1929 | 1770 75.5 75.1 91.5 
1930 1710 17.4 75.1 89.7 ~ 
1931 1680 81.0 75.6 , 98.9 
1932 1570 78.3 73.7 93.3 
1933 1610 82.9 83.0 ` 89.1 
1934 1660 86.3 83.7 76.5 
1935 1740 91.0 i 87.6 87.5 








* Hagen and Kirkpatrick, “National Output at Full Employment,” American Economic 
Review, September, 1944, p 476. 

» Solomon Fabricant, Timployment in Manufacturing 1899-1933 (National Bureau of 
Economic Research). 


` between increase and decrease of productivity caused by larger or 
smaller output volume—volume productivity increase—and the in- 
crease and decrease of productivity caused by real improvement of pro- 
duction or organization—real productivity increase. 

The trends in volume productivity are practically a direct conse- 
quence of the law of fixed costs. As the business volume rises, the unit 
costs decrease automatically, within certain limits; with decreasing 
business volume they rise automatically. What has to be defined is the 
part of fixed costs or fixed input in the unit output. 

This is not so with the real productivity increase caused by progress 
in technique and/or in business organization. In many industries, this 
progress is especially accelerated in times of business recession. 


13 fhe cost of distribution including transportation absorbs something between 54-59% 
of the total cost of producing and distributing goods. . . . It costs now more to market 
goods than to manufacture them. Apparently, moreover, the ‘trend still continues.” (Harvard 
Business School, Distribution Costs, An International Digest, p. 1.) 
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The decrease of volume productivity is apparent from the figures 
published by Hagen and Kirkpatrick;** also from those of Solomon 
Fabricant," though the constantly rising real productivity seems to _ 
have widely compensated the loss of volume productivity in the manu- 
facturing industries, (See Table I.) 

Progress of real productivity went on during the heaviest depression 
in two European countries, as the following tables will show. 





TABLE IT 
OUTPUT VOLUME PER GERMAN WORKER 1925-35* 
(1928 = 100) ; 
Blast Foot- . . 
Coal Cement Cigar Cigarette 
Year Mines Renae Industry I ndustry Industry | Industry 
1925 79.4 76.6 75.3 
1926 90.3 87.6 89.6 122.6 105.7 
1928 100.0 100.0 100.0 100.0 100.0 100.0 
1929 105.6 106.8 113.4 103.7 115.4 105.6 
1933 137.7 107.1 152.2 110.0 123.8. 195.5 
1935 139.5 — — 112.6 138.3 235.8 


z om A iaht zur Konjunkturforsckung, 11, Jahrgang, 1936 second issue, Part 
pp. 139-140. 





TABLE III 
VOLUME oF OUTPUT PER LABOR-HOUR ai VARIOUS BRANCHES OF SWEDISH INDUSTRY’ 
(1924=100) 
The Iron and 
Cement | Saw- Paper Flour | Tobacco 
Tear- oe i Steel |Factories| mils | Mills | Mils | Industry 
1920 82 79 69 90 77 75 84 
1922 100 90 92 98 93 88 93 
1924 100 100 100 100 100 100 100 
1926 106 108 116 105 110 97 115 
1928 109 114 131 110 113 99 | 136 
1930 116 117 162 113 120 99 147 
1932 128 123 177 118 130 102 174 
1934 140 142 224 130 138 98 182 
1936 141 136 239 128 154 107 194 





è From Rationaliseringsutredningens Betänkande, Part IT, Verkställda Undersökningar, 
p. 61 ` 


The great depression hit the German industries from 1930 on in about 
the same degree as it did the industries in the United States during 
the same period. In the six large industries shown above, the progress 
of productivity did not slow down. Nor was this the case in the much 


“Hagen and Kirkpatrick, “National Output at Full Employment,” American Economic 
Review, September, 1944, p. 476. 

* Solomon Fabricant, Employment in Manufacturing 1899-1939 (New York: National 
Bureau of Economic Research). 
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younger Swedish industry, although Sweden’s business had a sharp 
“setback in 1932 (Kreuger bankruptcy). 


IV 


There is a great probability that the gain in volume cannot be con- 
tinued indefinitely. The economic report of the President of January 
8, 1947, optimistic as it is, does not promise us more than a possible 
additional gain in volume of, at best, 5 per cent in 1947. As we do not 
expect to increase our labor force beyond the 60-61 million jobs-which 
we now have reached including the armed forces, this means that the 
increase of 5 per cent a year can only be achieved by a higher real 
productivity. If, however, the increase of our business volume should 
slow down—and a beginning trend toward declining prices seems to 
indicate this possibility—then the increase in volume production cannot 
go on and the increase in real productivity will again become the 
problem which it was in the thirties. 

We can easily foresee that great new strides in technical progress 
will increase our production in agriculture, that the power production 
will progress in leaps and bounds, and that the chemical industries will 
greatly advance. Because of the slowing down of the volume produc- 
tivity, however, the additional product which can be divided among 
capital, labor, and consumer becomes less, and the differences between 
these three are bound to’ become more acute. 

Therefore, the.demand for new economic tools for measuring changes 
in productivity and for distributing the results of such changes among 
the Big Three will press on us imperatively. The respective departments 
seem to have made up their minds that such new tools have to be 
created, irrespectiye of considerable expenses. 


V 


At What Level Should Productivity Be Measured? The Washington 
Conference on Productivity started by measuring the productivity on 
the “job level,” then on the “plant level,” and this has so far been the 
main basis on which most of our studies have been built. 

Productivity increase on the job level has very often to be shared 
with other business as the commodity goes on its way to the consumer. 
The famous Hans Sachs of the Meistersinger was a shoemaker. To- 
gether with his apprentice, he needed two and a half days to make a 
pair of boots. When I visited the plant of Bata in Czechoslovakia, I 
was told that about six or even more pairs of shoes a day were made 
per employed person. Should the worker in the plant be paid fifteen to 
twenty times as much as the craftsman? Evidently not. Others have 
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to exist on the price of the shoes to make this production miracle pos- 
sible; in the United States about 60-70,000 people are employed in 
retailing shoes and this does not include the persons who handle the 
wholesaling of shoes, the transportation, advertising, insurdnce, and 
banking. In addition, the price for shoes must be much cheaper than it 
was at Hans Sachs’s time to induce the consumers to buy more pairs. 
Therefore, productivity results obtained at the job level have to be, 
adjusted to and by the over-all productivity from top to bottom. 

Take another case where the productivity at the job level does not 
mean much, but where the indirect productivity is immeasurably” 
greater. = 

In a remote but fertile county a railway is being constructed. The 
productivity of the railway.itself is nothing decisive, but it opens up 
the wealth of this remote county; because of the railway this wealth 
will double and treble in a number of years. 

Often the productivity of a technical or managerial improvement does 
not show up fully at the job level, but clearly enough when the whole 
business line and adjacent industries are measured. 


VI 


As to the measurement of productivity and especially as to the next 
aims to be reached, I want to add a few remarks. 

1. To measure productivity solely by the human labor-hour—as it 
is done almost exclusively in the English-speaking countries-—gives in 
many cases a distorted picture. This is one of the roots of the disagree- 
able confusion between laborers’ productivity and labor productivity. 

In the Washington discussions on productivity it was proposed to 
add additional and especially complementary measurements to this 
one measurement, “human labor-hour.” Of the long list I only mention 
here: productivity measured by units of installed horse power, by horse 
power hours, by kilowatt-hours. The productivity per unit of invested 
capital will often give valuable hints; so will a number of operating 
ratios already developed in trade. An example is cited in Table IV. 

2. I understand and appreciate very well the great efforts which 
have been made to ascertain yardsticks of “physical output” as un- 
obstructed as possible by the changing price level and by individual 
prices. The methods which have been used have necessarily been engi- 
neerlike. This brings very serious limitations into the studies on pro- 
ductivity; i.e., results can be obtained only in those large enterprises 
where not only a staff of engineers and especially trained other person- 
nel is available but where records on materials, labor, and other input 
are available, not in dollars but in physical volume. 
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A long experience in various countries has taught me that these con- 
ditions exist only for a-small minority of firms; i-e., for a minor segment 
of big industry and of transportation. 

«~A much greater sector of the.whole economy cannot be approached 
by such intricate measurements. Trade alone employs today four-fifths 
of all persons employed in manufacturing industries before the war. 
_Small- and medium-size enterprises play a much greater role in our 
` economy than is usually believed. 


TABLE IV 


A COMPLEMENTARY Ratio To “Output PER HUMAN LABOR Hour” 
Net Output Value per Kilowatt-hour in the United Kingdom, 1935* 











rj ~ 
Heavily Mechanized Industries s./d. 
*NSIk, particularly rayon 06 ise se os aod a sarge ee ove adike civ nile ad aes ences eee ee 0/6 
Textile finishing 4:05 cis-¢ idle wires teed db Ob. oO beak wis o ee a RADA Ras Sales eee ae 0/6 
s Plour millse ss siscad acs actin ovens droid ane nenne a a E REEE EEEN 0/7 
Rope, twine, and network industry. ........,.assreserarerrrereerorresrresers 1/2 
Cotton weaving. onae e e ea EE sien okie nee bade E NE A TOSET NA 1/3 
Machinery industry...........cccc cece cece nsec eeevereueeee Lat Maida ues gainers 1/10 
Tronware and steel furniture... 0.0... . ccc cee cece eet eee e er eberetaeeenene 1/11 
Slightly Mechanized Industries ; 
” (Mainly handwork) 
Cutlery ice ernia E E aE AE ERE aa oer e a a 4/1 
Silver and ‘jewelry industry ........... 0... c eee e eee eee eee . 4/1 
Furniture......... cc eee eens 5/2 
TOYS ces Se.dals vere wre nte 5/8 
Footwear industry............0.0005 6/6 
Fur coats, ready-to-wear... 2.0... cece cece ecg e ence teenies 10/6 
Tailoring, dressmaking, ready-to-wear......... 2. csc ecne cree ener eer eneneecneees 11/10 


a Julius Hirsch, Standard Figures for Industry (Copenhagen: Copenhagen Graduate Business 
Schoo] ‘Press, 1940), p. 112. 


In all these enterprises, we can only get the results of normal book- 
keeping, but these results we have. This bookkeeping was the preferred 
approach in those European countries where real work on production 
has been done with undoubtedly great success. It has two great ad- 
vantages: (a) the results can be checked over longer periods, for whole 
-departments, and also on a firm-wide basis; (b) this method gives very 


quick results and can be applied to large segments of the economy. 


Quick work, however, may be urgently required as soon as the high 
tide of boom on which we are sailing recedes. Only partly developed 
in fields other than trade is the constant regular comparison of the 
main elements of costs and performance, the “mill margins” and all 
' their‘ components in many, or possibly all,- enterprises of the same 
business line. This systematic comparison of business results yields a 
growing, valuable series of “constant figures,” which the business 
economists in this country call “operating ratios.” In Table V I add 
such “operating ratios” as worked out by the Harvard Business School. 
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These studies have shown that there is-an astonishing uniformity in 
the most important cost elements and in the input-output relations. In 
some European countries they have proved not only to be a means of 
measuring more exactly the performance of enterprises, but of system- 
atically improving economic performance, not only in production and 
transportation, but at least at some points in distribution and other 
services. 

TABLE V 


“OPERATING RATIOS” IN U. S. DEPARTMENT STORES 1925-39 
(Net Sales = 100%) 


Sales Per Total Employee* 


1921 1925 1928 1932 1935 1939 
Stores with sales of: 


Less than $150,000 or less than 


$250,000"... 6... eee ee — | $8,500 | $8,900 | $5,700 | $6,100 | $6,170 
$1,000,000 to $4,000,000... 1. — | 7000| 7;250} 5,500| 5,700 | 5,932 
Over $10,000,000............. — | 8800] 8800] 6,500} 6,200} 7,239 


Sales Per Square Foot® 





Stores with sales of: 
Less than $150,000 or less than 





$250,000°..............004. = — $12.50 | $ 8.00 | $10.50 | $ 9.50 
$1,000 000 to $4,000,000....... = = 19.80 | 12.50 | 14.20 | 15.23 
Over $10, 000, 1 ee S — 29.00 | 16.80 | 18.60 | 18.55 





Gross Margin? 





Stores with sales of: 
Less than $150,000 or less than 


$250,000°.. l.n 123:8% 27.3% | 28.1% | 26.1% | 30.4% | 30.9% 
$1,000, 000 to $4,000,000.. — 31.8 32.3 32.3 34.7 35.9 
Over $10, 000, 000.. aeae = 33.8 34.3 34.4 36.8 37.5 


e Cf. McNair-Teele-Hirsch, Distribution Costs, An International Digest (Boston: Graduate 
School of Business Administration, Harvard University, 1941), pp. 118-119. 

b Ibid., pp. 114-115. 

e Less than $250,000, 1925-28; less than $150,000, 1929-39. 


The regularities found in these studies were not only astonishing, 
but these ratios have played an important role in the competition for 
better forms of distribution. Take the fact that not only the gross 
margin of department stores but even the percentages of total sales 
spent on advertising were almost exactly the same in Central Europe, 
the three main Scandinavian countries, Western Europe, and England 
(see Appendix Table IX). 

There is an astonishing regularity in the output per employed person 
in stores handling the same commodity, and such comparisons indicate 
where and by which means this output has increased. It indicates, 
month by month, the changes of volume performance. 


` 
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We have for many decades used output figures in basic industries ` 


such as coal, iron, and oil. Ratios for economic performances can be 
added in substantial volume and be made relatively reliable indicators 
of progress or decline within the various business lines. 

The discussions on the share of labor, capital, and the consumer in 
economic progress taking account of the changes in the relation between 


input and output will certainly start with the individual firm, perhaps 


with the job level. ` ` goe 

The more the economist will be equipped to show how these changes 
work out in the whole business line in question and how they are inter- 
connected with other business lines and with the over-all national pro- 
ductiyity, the more shall we be able to discuss usefulness of the distri- 
bution of the results of our technical and economic progress so as to 
bring about the maximum of personal freedom. 


- Appendix 
š International Comparison of Productivity 


Ke UNITED KINGDOM ' 
á TABLE VI 


WEIGHTED RESULTS OF THE “TEXTILE Mission REPORT” 
MARCH-APRIL 19448 
(Value added per Jabor-hour, U.K.=100) 


U.K. U.S.A. 

E Sirs acid suena oasecanmie shadecaeees 100 161-5 
“Weaving isc susie sein tists oft noise ERE A Sa Seater 100 261-70 
“Industry as a whole............ 00 cece ee cee eeeeeees 100 "= 241-20 


2 Report of the Cotton Textile Mission to the U. S. of America, March-April, 1944 


(London: Ministry of Production, 1944. Also in L. Rostas, Economic Journal, 1945, pp.’ 





192-203. r 
TABLE VII 
COMPARISON OF BRITISH AND CERTAIN CONTINENTAL COAL FIELDS® © % 
Great Ruhr Holland Poland U.S. 

2 Britain gi 
Output per man-}1927...... 1.03 1.11 ° 1.00 1.17 2.12-4.52 
shift (in tons) [1937...... 1.17 1.60 1.75 1.80 2.70-4.50; 
Average output per mine)... 113 178 1200 600 — 
1937-38 in thousand tons ` , - Na 


a Coal Mining, Report of the Technical Advisory Committee, March, 1945, cmd, 6610 
(Reid Committee Report). See also A. Beecham, Economie Journal, 1945, pp. 206-216. 
b Added by us according to the Statistical Abstract of the U. S. 1944-45, p. 778. The first 


. figure refers to production per day in the anthracite, the second in the bituminous coal mines. 
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OTHER INTERNATIONAL COMPARISONS 
p- TABLE VIII 


EXPENSES FOR WAGES AND MATERIAIS AND THE NET OUTPUT VALUE IN SWEDISH, ENGLISH, 
AND AMERICAN INDUSTRIES 1926, 1934, AND 1929 RESPECTIVELY 





(In % of Turnover)® 
Wages and Materials and Net Output 
Salaries Power Value 
Swed. Engl. U.S.A.| Swed. Engl. U.S.A. Swed. Engl.° U.S.A. 
Foodstuffs... seess 10 14 10 75 68 68 25 32 32 
Leather, etc............4. 22 20 61 68 39 32 
Chemical industry......... 16 18 59 52 41 48 
<, Wooden goods............ 27 28 5 65 43 35 

Textiles and apparel....... 25 24 23 57 . 63 34 43 37 46 
Paper and printing........ 23 21 15 50 59 59 50 41 41 
Mining and metal......... 35 28 21 43 58 57 57 42 43 
All industries............. 23 26 21 55 57 55 45 43 45 


a Julius Hirsch, Standard Figures for Industry, p. 22. 
b In England, sawmills. 
o Including depreciation. 


GRAPH 


Expenses for wages and materials, and the net output values in Swedish, English, and 
American industries 1926, 1934, and 1929 respectively. 


ENGLAND \Y SWEDEN ‘U.S.A. i 





wages 
mi material 
“N 
net output 
value 





oe A. Bliss, The Structure of Manufacturing Production (New York, 1939), 
pp. 65, 
e Including depreciation. 
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r TABLE IX 


. INTERNATIONAL COMPARISON OF OPERATING RESULTS OF MEDIUM-SIZED DEPARTMENT STORES 
UNITED STATES AND EUROPE i 
ACCORDING TO THE VOLUME OF SALES? 
(Net Sales = 100%) 





` Ger- Den- : ; 
Millions of Dollars ra gland DSA: many | mark ie = sos a 
over 4 | over 2 
~Year 1936 1936 1935 1937 | 1937-38} 1937 
Gross margin..........-.0-eeee 31.1% | 35.8% | 32.5% | 31.0% | 32.5% | 31.1% 
Salaries and wages............. 13.2 16.6 15.2 14.5 14.1 10.6 
REDE seci.a sce hie veeesa Hamers 3.7 4.6 2.2 _ — 5.0 
Advertising..........00.ceeeees 3.6 3.7 — 2.5 — 0.9 
Total expense (not including in- 
terest)... . cece eee eee eee 25.4 32.6 30.3 27.0 30.5 28.6 
Net profit (including interest). ...] 5.7 3.2 2.2 4.0 2.0 2.5 
Sales per employee............. | $4, 100 | $6,075 | $5,750 | $4,000 — $3,000 
Cash sales (o `of total sales)..... 45.1% | 44.1% — 50.5%] — — 
Stock turn.......... cece ce eee 6.0 4.6 4.6 3.0 — 3.4 





a M. P. McNair, S. F. Teele, ae Hirsch, Distribution Costs, An International Digest 
(Harvard University, 1941), p. 617. 
b Approximate. 


Source: Adapted from Julius Hiisch, Den Moderne Delailhandels Hovedproblemer (Copen-' 


hagen, 1940), pp. 20, 21. 


U.S.S.R. 
TABLE X 


AVERAGE REQUESTED ANNUAL RATE OF INCREASE DURING THE PERIOD OF THE 
SECOND FIVE-YEAR PLAN OF THE U.S.S.R.® 





- 1937 
in % of 1932 

. Output of all industries... 2. .............0008. 16.5: ssaadindseeaiaiads 632=122 
% of heavy industry. ................0005 18.6) ieee cue enya’. 752=152 
OAM doy. anenee an Ene aA 16 Oe caer aan tine 602 = 122 

“ © light industry........ .... 20.0 

E E supply.......-..-0 ee eae a... 20.7 

©. EPPA CCOUB vids, Hants ET 323.0 

“ @ motor vehicles..........-.00eeeee eee 837.0 

MO nitrates. enini reni EEs eeateniss ca. 140.0 


' ~ 


a Second Five-Year Plan (Moscow: State Planning Commission U.S.S.R., 1936), p. 548. 
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Taste XI 2 
Russran Facts AND Arms 1937-60 








A Planned 
Factual Development! Development 
1937 | 1938 | 1939 | 1940 | 1941 | 1950>) 1960> 
Gross output of industrial pro- f 
duction in billion rubles (1926- ` i 
27 prices)......5e0. eee eee eee 95.5 | 106.8 | 123.9 | 137.2 | 162.0 | 205.0 
Capital goods........a.....| 55.2 | 62.6 | 73.7 | 83.9 | 103.6 | .157.5¢ 
Consumer goods............ 40.3 | 44.2 | 50.2} 53.6) 58.4 ; 
Coal (in million tons)....| 167.9 | 132.9 | 145.9 | 164.6 | 191.0 | 250.0 | 500.0 - 
Oil (in million tons)....} 30.5 | 32.2 34.2 | 38.0 | 35.4] 60.0 
Pig iron (in million tons)....}/ 14.5] 14.6 14.9 | 18.0] 19.5} 50.0 ~ 
Steel (in million tons)....; 17.7 | 18.0 18 


A | 22.4) 25.4] 60.0 


è Al. Baykow, The Development of the Soviet Economic System (Cambridge, 1946), p. 291. 

b Special Supplement on the Fourth Five-Year Plan (Information Bulletin, Embassy of the 
U.S.S.R., Washington, D. C., June, 1946), p. 4-5. 

o In 1945 estimated prices. 


PRODUCTIVITY AND HUMAN RELATIONS 


By W. DUANE Evans ~ 
United States Bureau of Labor Statistics. 


A technical Conference on Productivity, attended by fecal hun- 
dred persons from labor, industry, government, and private research 
agencies, was-held in Washington last October. A résumé of the confer- 
ence has been given elsewhere at these meetings, and a summary of the 
proceedings of the conference will be published in the future, so it is not 
-~ necessary to discuss here the details of the conference itself. 

The conference was especially successful in one important respect. 


The conference was’ made up of persons who represented the most 


diverse points of view and who were met to discuss a highly controver- 


` “sjal and not well-understood subject. Yet almost without exception the. 


discussions were informative, well-reasoned, and carried through with 
temperance and forebearance. It should prove most encouraging to 
. those who hope that other public issues where differerices exist may yet 
be settled through’rational discussion. It encourages me to discuss a 
subject which is seldom treated except in emotional terms. 

Many points of agreement and disagreement emerged from the con- 


ference, some important, others trivial. But back of the discussions ` 


_ seemed to lie general agreement that, however productivity is defined 
` (and a multiplicity of possible definitions was conceded) or how ac- 
curately productivity is measured (and the imperfections of available 
measures ‘received much comment), it is to the benefit of all groups 
to seek further improvement in`productivity levels. 
The real importance of higher productivity levels is, of. course, 
obvious: with reasonably full utilization of our labor force and with 
hours_of work fixed at socially acceptable levels, it affords the only 
means by which average standards of living may be raised, and the 
only method whereby any one group can secure additional material 
_ benefits: except at the expense of others. 
Many of the factors contributing to higher productivity levels have 
been extensively discussed and are well understood. With respect to 
the technical side of our economy, the benefits of fundamental as well 
as applied research are probably appreciated to a-greater degree today 
- than ever before. We know that new techniques of manufacture and 

new products require new equipment. It is generally agreed that the 
' earnings of industry must be sufficient to attract the capital necessary 
for such new equipment. Furthermore, our competitive system places a 
real premium on technical developments which permit a manufacturer 


to lower costs or increase quality. We are adding many to our store | 


X 


al 


oe 


ale 


A 


PRODUCTIVITY IN THE AMERICAN ECONOMY 413 


of technical knowledge and the current high expenditures for new plant 
and equipment indicate an unusually rapid improvement in the basic 
tools of industry. 

It is clear that management bears a heavy responsibility for high 
productive efficiency. Initially, management must decide on the types 
and amounts of products which consumers will wish to buy, so that 
production arrangements will be neither scanty nor wasteful but will 
accord with the scale of the market. It is management’s responsibility 
to integrate men, materials, and machines into a smoothly operating 
production flow. An extensive literature on all phases of management 
functions is readily available. 

The aftermath of the war has placed a heavy burden on management 
generally. Heavy labor turnover, supply difficulties, re-equipment of 
factories, changes in product design and new techniques of manufacture 
must all be considered in relation to an industrial structure which is 
substantially larger than before the war. There has been heavy turnover 
within the management group itself. In many plants there are only a 
few supervisors and executives who have had earlier peacetime experi- 
ence on comparable jobs. We may confidently expect that most of these 
burdens will be lightened with additional peacetime production experi- 
ence. 

Probably the bulk of the discussion with respect to productivity 
during the past year has not centered about machines or management, 
but rather about a third element—labor. Excluding the question of 
assignment to appropriate work, which is a management responsibility, 
a worker’s efficiency may be considered to be determined primarily by 
three elements: intrinsic ability, skill acquired through experience, and 
effort applied to the job. It may be taken for granted, perhaps, that 
there has been little change in the intrinsic abilities of the working 
group. With respect to skill acquired through experience, however, a 
heavy deficit must be charged to the war. The withdrawal of workers 
into the armed services and their later reincorporation in the labor force, 
the addition to the labor force of many persons not employed before the. 
war, and the heavy transfer of workers from job to job during and 
immediately after the war period have certainly lowered average ex- 
perience on the job from prewar levels. However, as in the case of some 
management problems, we may expect continued peacetime operation 
to remedy this deficit. 

Discussion and controversy have been especially common in the past 
year with respect to the third element—worker effort. Though it has 
seldom been expressly so stated, a number of statements have implied 
that on a more-or less widespread scale there has been unconscious or 
deliberate limitation of output by workers. 
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It may be recognized at the outset that Gi statistical evidence 
on whether worker effort has declined or not is scanty and inconclusive. 
Adequate data on output per man-hour are available for only a few 
industries, and performance varies widely between these industries. 
Nevertheless, in a majority of these, physical output per man-hour is 
above prewar levels, something which would be difficult to explain 
on the basis of a widespread and serious deterioration in worker eff- 
ciency. On the other hand, a number of polls of management opinion 
have been taken, and in all of these the prevailing opinion is that a 
decline has taken place. At the same time, in those polls where the 
question was investigated it was clear that few of the opinions were 
based on direct measurement. In view of the tenor of recent public 
discussions and the general tendency to idealize the “good old days,” 
it is worth noting that in most of the polls a significant minority of 
managers reported improvements in worker efficiency over prewar 
levels. 

Even the slight evidénce which exists deals only with changes in 
worker efficiency from prewar levels. Certainly limitation of output by 
workers has existed in the past, and equally certainly it exists today. 
To the extent that it is practiced it can hardly be viewed as other than 
socially undesirable. It is not condoned by the major labor organiza- 
tions and is vigorously condemned by business groups. It may be pre- 
sumed that if they were polled, consumers would concur in the general 
opinion. 

„It is unfortunate that limitation of output by workers seems to be 
treated publicly in much the same gingerly fashion as vice. The topic 
is named with reluctance and then treated as a moral issue. It would 
seem more profitable to proceed past condemnation to causes. If the 
origins of limitation of output can be understood, correctives, or at least 
preventives, may be found. 

To limit the subject, this discussion is not concerned with working 
rules which may be negotiated between unions and employers and 
embodied in union agreements. Some of these working rules are con- 
demned by management as “feather bedding,” but considered necessary 
by unions to protect the health and working conditions of their mem- 
bers. To the extent that union agreements are openly arrived at, they 
are subject to the modifying influence of public opinion. This discus- 
sion is concerned rather with a more spontaneous and less formal de- 
velopment, usually local in character and growing out of the worker’s 
reaction to the specific industrial environment in which he is located. 
Evidence that the practice is not connected with the fact of a worker’s 
membership or nonmembership in a union is afforded by the careful 
study of Stanley B. Mathewson, Restriction of Output Among Un- 
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organized Workers.’ Because of its local origins, the declared policies 
of national labor organizations are likely to have as little effect on the 
practice as the declarations of public or business officials. . 

There seem to be three typical situations in which limitation of out- 
put by workers is most likely to develop. The first of these is in an 
industry or occupation where employment is erratic or seasonal in na- 
ture. In such a case, the worker may feel that his period of employment, 
and so his earnings, will be increased if the job is extended by limiting 
output. The fact is, of course, that so far as he is concerned the work- 
er’s analysis may be absolutely correct. If the worker is told that it is to 
the national economic interest to complete a job of work in six instead 
of eight weeks, he may reasonably request some guarantee that his earn- 
ings over the year will not thereby be reduced. No such guarantee, of 
course, exists. 

Larger-scale analyses may show that the practice of limiting output 
to extend employment, especially if it spreads to many groups of work- 
ers, will operate to reduce rather than enhance the real earnings of 
the group which practices it. These large-scale studies in effect would 
disprove the “lump of labor” theory, but they are likely to have little 
effect on the worker who, within the limits of his experience, believes 
it works. The situation may be summarized by saying that limitation 
of output may arise through fear of insecurity in employment, with a 
footnote to the effect that the fear may be well founded. 

Perhaps it is even more significant to note that the practice of output 
limitation may persist even when the cause which gave rise to it no 
-longer exists. It may even be enhanced, since there is a human tendency, 
not confined to workers, to make a good thing of it while you can. It is . 
the institutionalization of the practice which we should perhaps fear 
most. A plant manager recently told me that worker efficiency was high 
in some departments of his plant but low in others. He explained that 
materials supply in these latter departments was irregular and stated 
that the low efficiency was the workers’ natural response to the situa- 
tion. He had had experience with similar situations before the war 
and expressed the belief that, once the flow of work became steady, 
worker efficiency in these departments would rise to the level in the 
others. 

We may conclude that a certain amount of irregularity in employ- 
ment need not give rise to limitation in output. Continued irregularity, 
on the other hand, may lead very naturally to the practice. Once the 
practice has become a regular custom, it may take something more 
than guarantees of regular employment to eliminate it. Nevertheless, 
this would seem to be a prerequisite before an effective appeal can be 


*New York: Viking Press, 1931. 
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“made to discipline, to the competitive spirit, to the instinct of workman: 


ship, or to the sense of. social responsibility. 

In the second instance, limitation of output may arise from incentive 
wage payment systems or from other causes related to the wage struc- 
ture. This may perhaps be illustrated most clearly by the experience’ 
of some plants during the twenties. At this time, a number of “efficiency 
experts” discovered the stop watch and its use in setting piece-rate wage 
scales. These experts were convinced of the necessity for a showing of 
cost savings, but in some instances operated without appreciation of 
what the final consequences of their recommendations might be. In 
some cases, the result of thcir cfforts was simply a speed-up; that is, 
a cut in the real wage structure such that workers could maintain their 
weekly earnings only by increasing their work pace. The eventual 
response to this might fave been anticipated. Sooner or later, informal 
arrangements tending toward an identical level of output among groups 
of workers were established, either for the purpose of protecting the 


wage structure or to some extent for the purpose of shielding slower or ‘ 


less efficient fellow employees. Under these conditions, limitation of 


` output may grow from a feeling of insecurity with: respect to the wage 


t 


structure. 


It goes without saying that any properly trained industrial engineer - 


..today is fully aware of the worker relations problems involved in time 


and motion studies, and the potential danger of defeating the purposes 


of the work. Consequently, the simple type of development described - 
-above is not likely to reoccur, but similar problems come up today in 


connection with the setting of wage scales.-The real problem in con- 
nection with all incentive wage systems is to convince the workers 


that they are getting and will continue to get a fair deal. If this convic- ` 


tion does not exist, some adverse response, which may take the form 


_ of output limitation, i is virtually certain. si 


_ As in, the casé of limitation of output because of insecurity in em- 
ployment, the practice, once started, tends to become a part of the- 
institutional structuré of an industry. Thereforé, once it is established 
it may not be halted simply by eliminating the original cause. Even 
higher incentives or guarantees of rates over definite periods may have 
little effect once fixed work schedules have become the regular custom. 

Little response to such efforts is to be anticipated wherever the original 


_attitude of mistrust retains a footing. It is not- enough simply to con- 


vince a minority of the workers that limitation of output under incentive 
pay systems is not to their benefit, since effective pressures may be 


exerted by other workers on the nonconformist. we 


Occasional instances are reported where improved equipment is in- 


stalled but the rate of output per hour remains the same. Such instances ` 
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provide perhaps the clearest case of limitation of output and -certainly 
the most exasperating from the standpoint of the plant manager. These 
instances must be considered in relation to the expressed or unex- 
pressed fear of insecurity with respect to either employment or earnings. 

It is more difficult to describe adequately the third typical situation 
in which output limitation may occur, because of its close relation to 
other and perhaps more important problems. It may, however, be 
easily summarized as follows: Poor employee-company relationships 
affect a worker’s attitude toward his job, and so create conditions in 
which limitation of output may arise and eventually acquire an institu- 
tional character. 

At the risk of oversimplification, a possible line of development may 
be traced. When a worker is employed by a company, he may know 
little of its policies or general activities, perhaps because he has not 
been informed about them. His contact with the company is usually 
limited to his foreman and a few other minor supervisory officials. These 
persons may be inexpert in their relations with him and they may be as 
uninformed as he. The worker knows that actions which may affect 
his earnings or his employment take place in the mysterious recesses 
of the company. From these same hidden places come rules which affect 
his working conditions or which attempt to regulate his working be- 
havior. These rules may appear to him wholly arbitrary in nature. 
Eventually, in the absence of contrary influences, the worker may come 
to personify the company as a distinct but alien entity, with interests 
which may be counter to his own. Our common use of the words “com- 
pany” and “management” actually favors this tendency, since we fre- 
quently speak of them as if they were separate entities with personal- 
ities of their own, instead of complex organisms embracing many move- 
ments and cross-currents. 

Once this stage is reached, it seems quite natural to the worker to 
ignore and even circumvent working rules wherever possible. It is only 
one further step to the feeling that it is pointless, and indeed foolish, 
to exert any special effort which will, so far as the worker sees, mean 
only “more profit for the company.” In this soil, limitation of output 
is a natural growth. 

The principal oversimplification in the above description is the 
implicit assumption that a worker’s attitudes may be determined 
primarily by his own experience. A new worker is probably influenced 
most importantly by the attitudes of fellow workers. These in turn 
have their roots in the whole liné of development of industrial relations 
in the United States. The implications of this cannot be fully examined 
here. It is sufficient to point out the connection with the question of 
limitation of output. 
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The type’ “of attitude with which we-are concerned might. be. illus- 
trated in many ways, but the following will serve. Virtually every metal- 
. working shop in Detroit boasts of some legendary figure, once an 
employee, who “borrowed” or “liberated” enough parts from the places 
where he worked to build himself a complete automobile. The story of 
this modern Robin Hood is amusing, but the attitudes behind the story 
deserve serious attention. 

.During the war period, I had an opportunity to visit many plants, 
each doing substantially the same job and faced with similar problems. 
Actual production in relation to the numbers of workers employed dif- 
fered widely from one plant to another. Material reasons for these 
differences being lacking, they were usually ascribed to differences in 
worker morale. This convenient heading, however, simply begged the 


question. Further analysis usually developed that in the more effective. 


plants the workers felt that they were an active ‘and individually récog- 
nized part of an organization which was doing a useful job. In other 
words, a community of interest which stretched throughout the organi- 
zation had been built up. 

We- have here two contrasting situations, but the polarity should 
occasion no surprise. The relationship existing between a worker and 
the company employing him is not likely to remain neutral in character. 
Ifa community of interest cannot be built up, it is likely that a feeling 
of opposition in interests will develop. In this latter situatiori, limita- 
tion of output is only one of the undesirable potential consequences. 

The development of a community of interest between worker and 
company is important in itself, and it may act as a preventive with 
respect to limitation of-output. However, asin the other type situations 
considered, the mere absence of poor worker-company relations is not 
in itself sufficient to eliminate limitation of output once it has acquired 
an institutional character. This requires something additional. Nor 

‘should it be expected that efforts to eliminate output restriction will 


bear immediate fruit. Customs develop slowly and they change slowly. > 


It may be noted that worker-company relations may be either good 


’ or bad in the presence or in the absence of collective bargaining. Never- -- 
theless, it should be one of the objectives of collective bargaining, from — 


both sides of the table, to.promote good worker-company relationships. 


It is also evident that good relations cannot be wholly.the result of . 


unilateral action. 

It is undeniable that in a real sense there i is a very substantial identity 
of interest between a worker and the company employing him. A sense 
of relative economic security-“or attachment to a definite point in the 
social and economic structure is highly important to most workers. 
In our competitive system, an unprofitable enterprise, which i is to’say 


ee 
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an inefficient enterprise, is one in which every worker’s employment and 
earnings are insecure. Furthermore, in this respect there is little differ- 
ence in interest between the unskilled worker and the company execu- 
tive. There may be a gradation of interest, but little difference in kind. 
It would seem, therefore, that a broad foundation of economic self- 
interest exists for a co-operative effort to insure high efficiency within 
an enterprise. 

So far as the worker is concerned, however, these facts may be 
obscured by other considerations. The worker is likely to feel that 
his continued employment and advancement depend less on the com- 
pany’s fortunes than on the decisions of persons within the management 
group who are largely unknown to him. It is these persons that he 
largely identifies in his mind as the management or the company. If 
the worker comes to feel that the company, this alien entity, may take 
- actions which are incompatible with his own interests or that it may 
act toward him in a wholly arbitrary fashion, he is definitely insecure 

in his principal economic relationship with society. This sense of 
` insecurity has far-reaching implications with respect to society as a 
whole, transcending in importance the question of limitation of output 
by workers. With respect to these broader problems, the studies of ` 
Elton Mayo and his associates should receive the widest attention.” 

The fact that in some organizations it has been possible to create 
a real community of interest between the persons at all levels making 
up the organization is a clear indication that success may be achieved 
. in other cases. From almost any point of view, it is clear that the 
most strenuous efforts to attain success are justified. At the same 
time, with a reasonable amount of patience and good will, strenuous 
efforts may not be required. Along these lines, a special interim report 
just issued by the Committee on Human Relations in Industry of 
the University of Chicago describes an unusually interesting case 
of the conversion of conflict to co-operation in a specific company.’ 

The possibilities for further technical and material improvements 
are constantly appraised at all levels of our industrial structure. Time 
and motion studies assist in making operations more efficient at the job 
level. Production control systems help to eliminate waste of time and 
materials. Great research laboratories steadily enlarge the foundations 
of material knowledge and develop new industrial techniques. The 
assistance of consumers themselves is enlisted by marketing research 
specialists to appraise potential markets and to discover desired 
improvements in product design. On the human relations side, how- 

: 7 See especially Elton Mayo, The Social Problems ‘ot an Industrial Civilization (Harvard 


University Press, 1945). 
5 Applied Anthropology, Vol, 5 (1946), No. 4. 
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ever, our activities:seem less well diffused through the economic system. 
It is true that many of our universities have industrial and human 
relations institutes and departments where the problems of human 
‘organization’ receive ‘the serious and objective study they deserve. 
Nevertheless, ‘it is a common observation that the industrial relations 
départments of many of our labor and business units are instruments 
for defenie rather than for co-operation. 

The above discussion may seem only casually related to economics, 
as that term usually is understood. However, if we define economics 
as the study, of all factors, including "human behavior, which affect 
the. satisfaction of human desires through material means, the con- 

` nection is more evident. It is suggested that many of these aspects 
of social behavior are perhaps even more important than some of the 
‘technical and material factors which are more extensively discussed. 
Output restriction by workers has its origins largely in the in- 

. securities and uncertainties of modern economic life—in circumstances 
--created by the industrial system itself. It will not be reduced by any 
approach which begins and ends with the notion that it represents 
simply irresponsible conduct. Rather, what is required is an apprecia- 
tion of the very real personal and economic problems which may 
give rise to the practice, and a sincere and continuing effort to help 
~-workers solve these problems. Some of the difficulties involved, such 


-as employment regularity, are national in scope, but others must be 


met primarily at the plant and local organization level. Society in 
general and management in particular bear a responsibility for in- 
itiating a rational and co-operative approach to the problem of output 
imitation. 


DISCUSSION 


` 


CARTER GoopricH: Mr. Graham has presented an interesting arithmetic 
identity which displays certain elements of the problem of the relation of 
productivity to employment. Like other such identities, it does not of itself 
indicate on which of the variables we should attempt to operate. It does 
not tell us whether, for example, we should try to affect the total product or 
the hours of labor or even the rate of productivity itself. I am sure that Mr. . 
Shishkin will agree that there is nothing new to the labor movement in the 
suggestion to reduce hours of labor as a remedy for unemployment, techno- 
logical or other. The proposal still remains open to the familiar question. 
Shorter hours as chosen leisure and as one of the best means of taking ad- 
vantage of increased productivity should be sharply distinguished from 
shorter hours as an expedient adapted because we cannot devise any way of 
bringing about the desired increase of national income. 

Mr. Hirsch has brought into the discussion a most useful distinction be- 
tween “volume productivity” on the one hand, which depends on changes in 
the load factor, and what he calls “real. productivity” — perhaps better “tech- 
nical productivity’—on the other. This he illustrates most effectively from 
retail trade. Obviously the best of salesgirls cannot be very productive if 
there are no customers in front of the counter and no goods behind it. 

Mr, Garfield emphasizes the distinction between labor productivity, pro- 
duction divided by man-hours, and the laborer’s personal efficiency, depending 
on the skill, training, and effort of the workers themselves, It is to the latter 
of these problems that Mr. Evans has directed his attention. He makes a 
series of thoughtful recommendations for increasing the worker’s productivity; 
I am glad that Mr. Shishkin has added to these the possibility of appeal to the 
union group. It is interesting also to note that Mr, Evans’ statement draws - 
attention to the ways in which the solution of this problem depends on the 
solution of the problem of volume productivity. 

The distinction between labor productivity and personal efficiency indi- 
cates that there is no easy formula for distributing the gains. An increase in- . 
production per man-hour may be due to changes “in men, management, and 
machines” in the particular industry or to changes in the health of the entire 
economy. Who then should receive the gains? There is no single and auto- 
matic answer. Surely we want the principal gains of increased productivity to 
go to the masses of the people. How much should go by increased wages and 
how much by low prices—the economist’s traditional preference—are ques- 
tions to be determined. The answer will depend partly on our judgment as 
to what disposition of the income will best serve to keep up “volume produc- 
tivity” and as to what disposition of the income will best serve to give us 
the kind of society we want. I take it that this is what Professor Clark had 
in mind in his reference to the “optimum share” of labor, 

The Chairman remarked that these things are becoming more and more 
matters of “willful decision.” For that there are many reasons. One, I think, 
lies close to the basis of the present meeting.-I believe that the future his- 
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torian of the economic mind, in judging the work of economists of this genera- 
tion and its impact on public policy, will lay great stress on the development 
of such measures as those we have been discussing. The figures of productivity, 
those of national income or production from which they are derived, the 
measure of unemployment, the extraordinarily promising figures of money 
flow which Morris Copeland has brought to these meetings—are all measure 
of the performance of the economy. These are important not merely for 
knowledge but also for attitude and for policy. If we become accustomed to 
measuring the performance of the economy we shall be less tempted to regard 
it as mysterious and sacrosanct, We shall be more ready to control it and able 
to do so with greater chances of success. 


~~ 


TRANSPORTATION AND PUBLIC UTILITIES 
PROBLEMS 


THE TIME ELEMENT IN TRANSPORTATION 


By HERBERT ASHTON 
Industrial College, War Department 


Since transportation is a means to an end, the demand for it is a 
derived demand. This fact has significance because the nature of the 
demand for transportation is conditioned by trading operations which 
develop as a result of underlying economic factors at any given time. 
The nature of the demand for transportation is derived from the 
nature of the commercial transactions involving transport services. 
In some respects the causal connection works both ways; i.e., the 
nature of the transportation services available ances the character of 
commercial transactions carried on. 

The formula of weight x distance, Rowe: commonly used to 
measure the transportation service performed is inaccurate and leads 
to a misconception as to the true nature of the service, for transporta~ 
tion takes place through time as well as through space. This time 
element has been largely neglected in theoretical considerations in 
spite of a very lively interest on the part of businessmen. 

The purpose of the present analysis is to consider whether time 
(i.e., speed) has economic significance apart from the other factors 
such as availability, dependability, and cost which can be separated 
out and measured independently. The answer to this question must 
include an explanation of the reason why the speed of transport has- 
economic significance, which involves an analysis of the nature of ` 
the demand for it. It will be necessary, also, to explain how the economic 
importance of time or speed is made evident. This will involve ex- 
amination of the relationship between the element of time and the 
other factors in transportation, primarily cost. The present analysis 
is based chiefly on prewar data, since relationships during the war 
period were obviously abnormal and the postwar situation has been 
characteristically unsettled. The treatment will be from the standpoint 
of the producer as well as the user of transportation because in certain 
respects the impact of time is not the same for both. The problem 
has many facets, and it is obviously impossible to cover all these phases 
in a paper of this length. The relation of the time factor to goods 
destined for storage and to economic rent has been treated elsewhere 
and is therefore omitted from the present discussion. The effect of 
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the- speed of transport on the location of industries has also been - 


omitted.* - 
In discussions of the relation of industrial progress to the develop- 
_thent of transportation facilities it is cuStomary to point out that 


-transportation is the vital link in the mechanism of distribution and 


exchange; that geographical division of labor and large- -scale production 
are possible only as transportation is developed to a point of reasonable 
efficiency and relatively low cost; and that efficient transportation 
of persons also is essential to large-scale production if we are to 
avoid dangerous concentrations of population. In these discussions 
of the economic significance of transportation, however, the primary 
emphasis has been placed’.on cost. A great deal has been written on 
rates’ as related to cost. But the relation of cost to the element of time 
has never been analyzed. Yet production, distribution, including trans- 
portation and consumption, all take time. There is presumably some 
difference between a transportation service which requires four days 
to move goods a distance of four hundred miles and one which moves 


_ the same goods the same distance in that many hours. In the traditional 


analyses of transportation problems serious consideration has never 
been given to the disposition on the part of the public, as suggested 


_by one observer, to measure distance in minutes rather than miles. 


. The question to-be considered here is whether the economic significance 


2 


of time can be measured apart from the other components of weight 
and distance. 


. The Value of Time to the User of Transport ae 


As already noted, not only commercial transactions but human 
activity generally is completely conditioned by the element of time. 
Some of-the most fundamental economic concepts can only be realized 
with the passage of time. Wages, interest, rent, and taxes are paid 


in the course of time. That time has value in the economic sense to “ 


the user of transportation therefore would seem to need no particular 
demonstration at this juncture. What is of interest for the moment 
is the nature of the impact of this value which is placed upon time 
on the conduct of transportation. 

„Economic or commercial activity results from the effort to satisfy 


. human wants, and the distributive agencies, including transportation, 


serve -to connect production with consumption. The time in transit, 
therefore, may be considered as a period of suspended satisfactions 


(except i in the case of travelers for pleasure). The desire to shorten 


Cf. Herbert Ashton, An Economic Analysis of the Element of es in Transportation 
(Doctoral ee Harvard University, 1936). 
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this time in transit, therefore, follows logically. If the rate of flow 
of goods from producer to consumer is not commensurate with the 
rate of production, there will result a bogging down of the productive 
process. Similarly, failure of the rate of transportation to keep pace - 
with the rate of consumption would create a shortage of supply with 
disorganization of the exchange mechanism. It is essential to point 
out at the start that in ordinary commercial transactions the value 
placed upon time is not constant. It may be nearly so in connection 
with certain activities such as credit transactions and tax payments; 
but in many other activities, particularly those of a discontinuous 
nature, the value of time may vary widely and more or less suddenly 
depending upon circumstances. Many kinds of enterprise are carried 
on throughout the twenty-four hours of the day, but this is by no 
means universal. It is still true that the majority of commercial 
transactions are limited to the hours of daylight. Therefore, although 
the value of an hour of daylight may be the same as an hour of 
darkness to the carrier, it is not the same to the patron of the carrier. 
Between the hours of 6:00 P.M. and 6:00 A.M. the value of an hour 
more or less’ of the time in transit of his goods may drop to practically 
zero. But his whole operation may be delayed if his consignment is 
not at hand by the time he is ready to commence his day’s business. 
There is here no delicate shading off in the value of time such as is 
pictured by the law of diminishing returns, but a sharp line of cleavage, 


‘different for different business units, yet distinct in each case. This 
is equally true in the transportation of persons. So long as the time 


saved in transit can be capitalized in the conduct of the day’s business 
it has a distinct value; but after the end of the business day the value 
of any unit of time will be altogether different. This situation 
is recognized by the carriers in their efforts to place consignments 
for unloading before commencement of the business day. The utiliza- 
tion of commercially unproductive hours for transportation has the 
effect of reducing what might be termed the “constructive” time in 
transit apart from any variation in the actual speed of movement. 


Commodity Movements and the Time Factor 


The limit of time in transit and the speed necessary to reach a 
given market varies as between different commodities. In the top 
class of commodity which demand the shortest time in transit come 


“those perishable goods whose.delicacy is such that deterioration sets 


in at an early stage thus materially affecting their value. The allowable 
interval of time between their production and consumption is short. 
The most rapid movement of such goods is therefore essential. Ac- 


- 
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cordingly particular transportation facilities have been developed 
to expedite their movement. The distance they can be hauled is 
_ directly affected by this time limitation. Certain fish, for example, 
which are indigenous to the Atlantic seaboard, such as Delaware 
river shad, are not generally available to consumers living in the 
Middle West, because the fish tend to spoil in the time required for 
the movement. Livestock are being moved to market increasingly 
by motor truck instead of railroad. Livestock lose weight on the way 
from the feeding grounds to the slaughter houses. This deterioration 


is a function of the time in transit. The movement to market by truck . 


is not because of a saving in the transportation cost, for the truck 
rates are frequently higher than the rail rates. It is because of the 
saving afforded in the time in transit. In the case of milk, legal 
restrictions provide a definite age beyond which the milk cannot 
be sold to consumers for beverage purposes. This limit varies some- 
what in different cities but the nature of the limitation is essentially 
the same. Consequently the distance from which a metropolitan area 
can draw its milk supply depends upon the speed of transportation 
provided. The time element sets the pattern of the transportation 
service. The rates charged generally reflect the cost of providing the 
speed required. They are diia regularly higher than for ordinary 
freight movements. 

The quality of perishability as a factor affecting the time in transit, 
however, inheres not only in the goods to be transported but also 
frequently in the demand for goods. We have both perishable goods 
and perishable markets in which the demand is transient in nature. 
The demand for bituminous coal is relatively steady the year round. 


A supplier may provide a community or industry with fuel at the . 


` rate of a certain number of,tons per week, which can be accomplished 
by a relatively slow but steady movement to market so as to provide 
the necessary volume day by day at the market. From the standpoint 
of the consumer it would make no difference how long the fuel was 
on the way so long as it arrived in the regular daily allotments. It 
might be moved at a speed of ten miles per hour for a distance of 
2,000 miles, thus requiring between eight and nine days to make the 
run. If the shipments were started sufficiently in advance of the date 
due at destination the consumer’s supply would be kept intact. The 
situation would be different, however, if the demand were of short 
duration and created suddenly, as when a large ship entered port for 
supplies and refueling. If the ship’s stay in port were limited to one 
week this market would be completely cut off for a supplier 2,000 
miles away at the above speed of transport, unless he were able to 
maintain a storage supply at this port, or within reach, which would 
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add to his cost. At a speed of twenty-five miles per hour, however, 
this shipper would have ample time to get his consignment delivered 
and loaded without delaying the vessel. 

The importance of the rate of movement of goods will be affected 
by the period of consumption as well as the duration of the market. 
The period of consumption for edibles is short; market operations 
therefore are on a day-to-day basis. Commodities entering such markets 
regularly demand high speed transport. An instance of perishable 
demand which is not without some importance, perhaps, is in the 
_ marketing of various gadgets, victuals, etc., at football games or 
other sports events. Goods to be sold in such a market secure a premium 
price, but their arrival must be carefully timed to meet the demand 
when it is ripe. 

The character of transportation required will be affected also by 
the size of the market or rate of flow of commodities to it. A comparison 
of the potentialities of surface and air transport will illustrate the 
particular impact of high speed versus bulk capacity when demand 
and supply are essentially fluid in character, a situation which -is 
frequently encountered in commercial transactions. An excellent il- 
lustration of this effect of the character of demand and supply is 
given by the Naval Air Transport Service in the evacuation of sick 
and wounded from Okinawa. During two and a half months the 
evacuation squadron handled a total of 9,871 patients in 329 round 
trips, flying 1,248,800 plane-miles. Into Okinawa these planes carried 
over 2 million pounds of urgently needed cargo including more than 
15 thousand 81 mm. mortar shells. The distance from Okinawa to 
Guam, the location of the base hospital, is 1,400 miles. One hospital 
ship of the type used in this area can carry 550 patients over this 
route in five days. It requires a total of four days to load and unload - 
the ship, making a total average elapsed time per patient of seven 
days. Three planes, with a capacity of 30 patients each, can carry 
the same number of patients over this route in the same number 
of days, each plane making the flight in seven to eight hours. The 
actual rate of receipt of wounded at the beach is not available, but 
it may be assumed as approximately 135 per day, so that the ship 
would be able to complete its load in minimum time. It required 
one and one-half hours to load and unload each plane. Five round 
trips per day would care for the wounded, and the total elapsed time 
per patient would be in the neighborhood of twelve hours, compared 
with seven days via ship, to get to the base hospital. The adjustment 
of stocks by the big merchandising houses in such centers as New 
York and Philadelphia provide a similar flow of traffic in more or less 
continuous, small increments on short notice and at high speed. These 
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movements are normally made overnight by truck on orders placed 
. the day before by telephone. ~ 
~. The speed of transport demanded tends to vary inversely with the 


. extent-of the market and supply areas. The demand for fast transport , 


‘varies also with the length of haul. As the length of haul increases, 
the time in transit increases, and the funds thus tied up provide the 
basis of the demand for reducing the time in transit to a minimum. 


{ i x 
Sources of Gain from Increased Speed of Transportation 


The discussion so far has been largely hypothetical in character. 
It is important therefore to provide evidence of a more concrete 
nature with respect to the impact of the time factor in transport. 


- There are eight'sources of gain to the user of transportation resulting ` 


directly from reduction of the time in transit of his goods. These 
may be enumeratéd as follows: (1) reduction of inventories; (2) 
reduction of capital frozen in transit; (3) reduction of distribution 
`` costs; -(4) widening of market areas; (5) widening of sources of 
“supply; (6). improved control over supply and price; (7) more 
` effective management control; (8) improved turnover of stocks. Con- 
_ Sider these. briefly in the order named. 
1. The greatest benefit to shippers generally from increased speed 
of ‘transport, and which the-shippers themselves widely proclaim, is 
the reduction in inventories made possible. The actual amount‘of this 
` saving varies widely, of course, with different industries. (It has been 
calculated that the annual cost of carrying stocks of various kinds 
averages approximately 25 per cent of the investment in them, which 
must be added to the cost of the inventories themselves.) Testimony 
-received from a large number of shippers indicated that during the 
‘period between 1922 and 1929 when the railroads put into effect 
their program of improved services, reductions were effected in in- 
~ventories ranging from 25 per cent to 75 per cent. The (unweighted) 
average reduction was 40 per cent. In some cases these reductions 
were accompanied by increases in sales of nearly 300 per cent. That 
thesè savings were due in part to increased general efficiency in the 
conduct of these enterprises cannot be denied; but the testimony of 
` the shippers gave substantial credit to the improved speed of trans- 
portation. The practice of hand-to-mouth buying, which spread rapidly 
during that period and which is. continuing today, is based funda- 
mentally on the ability to replenish stocks rapidly as needed tarongh 
the availability of fast transport service. 
2. The reduction of capital frozen in transit as a. result of increased 
speed of movement will vary directly with the distance or length 
of haul involved. For short hauls a considerable change in speed 
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of transport.would have little or no effect. Testimony of shippers, 
however, is again available as to savings effected in this respect from 
increased transportation speed. It is sufficiently obvious, perhaps, as 
to need no demonstration. 

3. Reduction in distribution costs is brought about not only through 
the capital savings noted already but also more directly by reducing 
the transportation cost itself in many cases. As long as transportation 
by ordinary freight service remains slow, many commodities, such 
as perishables and style goods, must be shipped via express to avoid 
the danger of loss peculiar to such articles arising out of delays in 
transit. A sufficient increase in the speed of ordinary freight move- 
ment, however, has enabled a reduction in the cost of distributing 
such articles directly through the lower rates paid. The representatives 
of certain producers of shoes have testified to this effect. -~ 

4. In the case of certain perishables particularly, the widening of 
market areas results directly from increased speed of transport. 
Shrimp caught in the Gulf of Mexico are carried by plane to the 
mainland and are thus enabled to reach markets as far distant as 
St. Louis within twenty-four hours of the time gathered. Milk, the 
age of which for beverage purposes is limited by law, can reach 
markets over increasing distances as the speed of transport increases. 

5. The widening of the sources of supply is the obverse of the 
effect of high speed transport in widening potential markets. The 
distribution of milk to our large metropolitan populations is obviously 
a case in point. In the case of more durable goods a lowering of the 
cost of transport would produce the same result; but the effect of a 
reduction of the time in transit is independent of the effect of reduced 
rates, and would exist even in spite of an increase in rates, within limits. 

6. The increased mobility of the consumer resulting from faster 

transport also provides this improved control over price by widening 
the accessible market areas. The increased mobility of the worker, 
too, tends to stabilize wages over increasing areas. 
_ 7. Centralized business control in these days of large-scale enterprises 
is directly related to the rapidity with which directives, and the 
directors themselves frequently, can reach outlying plants or offices. 
Hay, in his Economics of Air Transport, cites the fact that approxi- 
mately 80 per cent of airline passenger traffic before the war consisted 
of business executives.’ 

8. The increased rate of turnover of the stocks of retail merchants 
results from the reduction in inventories made possible by faster 
transport service noted earlier. Smaller stocks being required, they 
are turned over more rapidly. Again the testimony of merchants is 

7T. P. Hay, Economics of Air Transport (U. S. Air Service, September, 1932). 
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available in substantiation of this assertion, though scarcely required. 
These various sources of gain to the user of transportation stem directly 
from the saving in time that results from increasing the speed of 
transport services. 


- Evaluation of the Time Factor 


A measure of the value of time may be secured by comparing the 
price paid by the users of different agencies of transport for services 
which are similar except for differences in the time consumed in 
transit. Any differential in the rates which obtain via different agencies 
of transport between the same points might be considered to measure 
the value of the time saved by the faster service. If shippers or 
passengers are willing to pay more for fast transportation than for 
slow transport, the amount of the differential will constitute a measure 
of the value placed upon the corresponding difference in time required 
for the run. To test this hypothesis a comparison was made of the 
duration of runs and respective charges for a list of runs by bus and 
by railroad between the same cities in New York State. For fourteen 
such runs of moderate length it was found that the ratio of the 
duration of run by bus to that by railroad was 1.530:1 and for these 
same runs the ratio of fares charged by railroad to those by bus 
was 1.480:1. 

There is suggested here an approach to’a constant relation between 
the relative time consumed by the different transportation media 
and the charges paid indicating an evaluation of the time element 
of a more or less objective nature. Such a relation might be generalized 
as follows: let a be the duration of run by rail, and b be the duration 
of run by bus, and let x be the fare by rail and y be the fare by bus, 


a y 
then — = — or ax = by. 
b x 


To provide a concrete example: if, in the formula above we let 
a==18 and 6 == 32, the duration of the run in hours between New 
York and Chicago by rail and bus, respectively, at the time this 
comparison was made; then if the fare by rail is $32.00, that actually 
charged, the bus fare should be $18.00 which it actually was. at that 
time. The differential in the time consumed in transit was equal to 
the differential in the fare charged. Similarly, the fare by railroad, 
at the time these comparisons were made, between New York and 
Philadelphia was $3.24 and the time consumed in transit was 1.75 
hours; by bus the fare was $2.00 and the time consumed was 2.85 
hours. The ratio of fares charged is almost identical with the inverse 
ratio of time consumed. The value of-the time saved between New 
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York and Philadelphia is at the rate of $1.25 an hour. In-the case 
of the run between New York and Chicago the value of an hour 
saved was approximately $1.51. 

To test this hypothesis further some twenty-seven runs of varying 
lengths scattered over the entire country were compared with respect 
to duration of run and fare charged by bus, rail, and air transport, 
respectively. With regard to the comparison between bus and rail 
movements, a reasonably constant relationship was indicated for 
runs of moderate length which tended to be destroyed, however, for 
_ the longer runs. This was particularly true in comparing air transport 
with rail, where the relative saving in time is much greater than the 
excess fare, especially on the longer runs. 

Similarly, for twelve runs out of New York City of various lengths, 
the average of the ratios of the fare by rail to the fare by bus was 
identical with the average of the ratios of the time in transit by bus 
to the time in transit by rail.’ These average ratios were 1.5 to 1.0. 
It will be noted that this figure is practically the same as that obtained 
in the sample of twenty-seven runs of various lengths spread over 
the entire country mentioned earlier. If these samples can be taken 
as indicative of a more general relationship, then it is possible to 
construct a curve relating time to cost, which would constitute a kind 
of supply curve and coincident demand curve for speed. The manner 
in which this relationship breaks down for the higher ranges of speed 
obtained by air transport and particularly for the longer runs tends to 
bear out the form of the demand curve shown in the following 
diagram (to be discussed later). For the twelve runs out of New 
York mentioned earlier, the ratio of cost by air to cost by rail is 
almost identical with the ratio of rail fares to bus fares; but the time 
by air is less than that by rail to a much more substantial degree, 
indicating the increase in elasticity of the demand with increasing 
speed as depicted in the diagram. The equality of ratios between costs 
and the inverse of times consumed for the various runs ‘examined 
indicates a demand curve with a constant slope over this range of 
operations; i.e., variations in charges coincide with equal proportionate 
variations in the time in transit. 

We have here in the case of passenger transport evidence not only 
of the significance of the time element but also, for the samples taken, 
a concrete measure of that significance. Is the situation similar in 
the case gf commodity movements? Several freight runs out of 
Philadelphia to the South by rail and water were compared which 
developed a similar correspondence between the ratios of duration 
of run and freight charge, though the agreement was not as close 

? See Appendix, Table I. 
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as in the case of the passenger runs examined.-A threè-way comparisọn 
has also been made for a small random sample of long hauls between 
duration of run and cost via rail freight, railway express, and air 
freight.* The ratios: are again close for the two types of rail service 


‘although on a somewhat higher level than in the case of passenger 


service. When the rail services are compared with air freight, however, 
the relationship in the case of the surface carriers does not carry 
over to air transport. 

In view of the amount of variation in the rélationship which is 
indicated by the data here, particularly when the run assumes any 
appreciable length, the support offered for the hypothesis of a constant 
or objective value, of the time in transit is not convincing. This was 


` to be expected, however, because of thé complexity of the relationships 


and multiplicity of factors involved as well as the fact that time is 
not of constant value to the users of transportation. The value placed 
upon time is related to circumstances. 

Sufficient evidence has been adduced it is believed, however, to 
demonstrate that the element of time in transportation does have 


. economic significance, and that some measure of this significance is 


possible. The fact that the value placed upon time by the user of 
transportation varies does not affect the validity of the proposition 


` that it has value in the economic sense. The manifestations of this 
significance are varied, depending in part upon the time of day and- 
_the season of the year. They also are related to the nature of the traffic 


to be transported. The importance of the time element is derived 


‘from the nature of the goods transported, but more fundamentally 


from the perishable nature of the demand in many cases and the 
necessity of establishing a mechanism of exchange which will reduce 
to a minimum the interval between the time when wants are first 
felt and their satisfaction. Much of the cost of distribution today 


‘results’ directly from the time required to provide it. 


The Time Factor and the Producer of Transportation 


In ‘the discussion thus far the element of time has been dealt with 
largely from the standpoint of the user of transportation. With respect 
to the agency providing transport service, without seeming to labor 
the obvious, it may be pointed out that a large proportion of the costs 
of conducting transportation vary directly with time. A great deal of 


‘the cost of maintaining the fixed facilities of any agency of transport 
and even of the rolling stock is a function of time.. Therefore the more 


service that can be performed per unit of time the lower will these 


*See Appendix, Table II. \ 
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costs become per unit of traffic transported. This result can be attained 
by either of two means as noted earlier; namely, increasing the load 
carried or increasing the speed of movement. Both of these methods 
affect the cost of providing the service. An increase in the weight 
of the load requires an increase in the power applied to move it. 
Similarly, an increase in the speed at which a given load is moved 
requires an increase in the power applied. Which of these means 
will be the more effective will depend upon the circumstances in any 
given case. They both have been used regularly by all agencies of 


_ transport. Why increasing the speed of movement has been used at 


all is the question of interest here, particularly in view of the suggestion 
that increasing the speed tends to increase the cost by requiring the 
application of more power. That this is not always the case, however, 
can be demonstrated historically. One or two instances only need 
be given by way of illustration. Meyer, in his History of Transportation 
in the United States, states that in 1794 it- required twenty to twenty- 
four days to move freight a distance of three hundred miles; and 
the cost averaged $5.00 per hundredweight. By 1832 the time for 
this trip had been reduced by more than half and the cost pro- 
portionately.* Since transport over land in those days was by horse- 
drawn vehicle, the horses as well as the driver had to be fed each 
day and otherwise cared for so that a reduction in the number of 
days enroute reduced these costs for the journey. The elements 
of cost that are a function of time have changed with the changing 
technology in the industry, but continue to offer an incentive to the 
agency of transport to increase the speed of operation. There are 
other elements of cost, however, which increase as the speed is 
increased, as already mentioned. The application of increasing incre- 
ments of power to provide higher speed becomes more and more costly 
as the speed increases. Moreover, this element of cost increases not 
directly with the increase in speed but as the square, or in some cases, 
the cube of the speed. The increase in these elements of cost normally 
overbalances the reduction in other elements of cost noted for the 
higher speeds so that the net effect is an increase in the cost of pro- 
viding the service as the speed is increased beyond some optimum 
point for any given stage of technology. It is possible, therefore, to 
construct a cost curve in the economic sense for speed of transport 
by keeping the load constant or nearly so and plotting the cost of 
providing transport by any given agency at different speeds. This 
curve has the traditional characteristic of decreasing cost as the 
speed increases from very low values to the optimum point where 


5B, H. Meyer, History of Transportation in the United States before 1860 (Carnegie 
Institute, 1917), p. 80. 
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‘ 


the unit cost is a minimum beyond which the cost increases with ~ 


further increases in the speed. The derivation of’ this cost curve 
of speed has been made elsewhere for several media of transport and 
therefore need not be repeated here.’ 

In short, the cost of providing transportation is not constant. it 
varies, not only as between different media, but also for any given 
medium due to the impact of the element of ‘time. It is*proposed now 
to consider certain general effects of variations in the speed of trans- 
portation in the light of established supply and demand relationships. 


If according to the traditional concept ton-miles or passenger-miles . 


constitute the product of the transportation agencies, then it may be 
argued that different speeds merely represent different rates of pro- 
duction, but not different products. It is submitted, however, that there 
is a qualitative difference between high-speed transport and transport 
at low speed, which is distinct from the effect on volume. 


In the traditional analysis of the exchange of transportation certain ~ 


assumptions have been made in establishing the theoretical relations 
of supply, demand, and cost, as well as in applying these relations 
to the facts. The relation between costs and volume of traffic in con- 
nection with the condition of unused capacity and its effect on rates 
has generally been considered on‘the assumption of some common 
unvarying rate of movement. The extent of the unused capacity, 
however, is itself a function of the speed at which operations are 
carried on. The capacity of the transportation system of the country 
was increased during the past war to a considerable degree by improv- 
ing the turn-around time of the rolling stock entirely apart from any 
extensions of facilities. 

It can be readily calculated that reducing the turn-around time of 
railroad freight cars by one day, say, from fourteen to thirteen days, 
with an active car supply of 1,900,000 cars is equivalent to adding 
146,000 cars to the supply. This matter of the utilization of equipment 
was kept under scrutiny by the ODT throughout the war with the 


view of increasing the capacity of the railroads by all the means - 


available. 

Similarly it can be shown that increasing the load per car, on the 
other hand, may actually reduce the capacity of a railroad, if the 
increased unit load results in delaying equipment in the hands of 
‘shippers sufficiently to affect the turn-around time appreciably. 

It is possible to construct a diagram after the customary pattern 
relating cost and demand, in which time is substituted for volume 
produced. In this case, however, since the demand is for saving of 


*Cf. An Economic Analysis of the Element of Speed in Transportation. 
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time, this has been represented by a demand for speed. In order to 
_ determine the characteristics of the demand for speed itself it is 
necessary to maintain the volume, i.e., tons moved, constant. The 
relations between cost and demand are then indicated in the ac- 
companying diagram where the horizontal axis measures variations 
in the speed at which a given volume of traffic is moved. As the speed 
increases the unit cost falls, then rises. The demand curve, however, 
does not assume the customary negative slope. The demand price for 
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transportation at low speed will be low itself, and a higher price will 
be paid for high-speed transport. But as the speed is increased the 
intensity of the demand tends to diminish. The demand becomes 
more elastic because at the higher speeds certain basic requirements 
‘of industry have been met. Additional increments of speed may serve 
merely to provide a sort of safety factor in the conduct of business 
which will have to be balanced against other possible expenditures. 
Some commodities do not normally demand anything beyond a very 
moderate speed; e.g., low-grade commodities and goods destined for 
storage. High-grade commodities for which the cost of transport 
constitutes only a small proportion of the total coast, or where the 
element of perishability enters either in the good itself or the market 
for it, will call for higher speeds. But as the speed is increased the 
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~ value ‘of additional time saved by further increases will tend to 
- diminish. This situation is exemplified in the competition between air 
and surface carriers. Certain commodities have béen shipped frequently 
‘by express, such as shoes, in order to gain the advantage of the 
higher speed rendered compared with ordinary freight service; but 
shoes are not being shipped yet in any great volume via air freight 


CHART 2 
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because the speed differential at this higher level is not generally 
considered worth the extra cost entailed. ; 

In the accompanying diagram suppose that rates have been es- 
tablished on the basis of costs associated with some speed represented 
by the distance OM’. The cost to provide transport at this speed is 
higher than that for the optimum—OW for this carrier, represented 
“` by the distance B’Q. There would consequently be an incentive to 
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offer transport at a speed equal to ON; but, in the absence of com- 
petition, not greater than ON, since that speed produces the maximum 
net gain (B’—Q). In the face of competition, however, the speed 
of service might be increased to OM where the cost would again coincide 
with the rate level. The users of the service would benefit from this 
increase in speed by getting a higher-valued service at the same price 
as for the slower service. This benefit is measured by the difference 
between the vertical distances MP and M’P’, If rates were established 
at the level of the demand curve, increasing with increased speed, 
under competitive conditions the carrier would presumably eventually 
offer its service at a speed OK where the cost of providing that speed 
just equals the demand price represented by the intersection of the 
cost and demand curves at L. 

In the face of a common level of rates established in large measure 
through government regulation, competition between individual carriers 
may be largely on the basis of the quality of service offered. This is 
apt to hinge chiefly on the relative speed provided. The case of two 
carriers, A and B, is represented in the accompanying diagram. The 
cost of providing transport at different speeds is represented by the 
lines A—A’ and B—B?’, respectively. At a given price or rate, OZ, these 
two carriers will be providing transport service at speeds represented 
by the distances OV and OV’, respectively. Carrier B can provide faster 
transport than carrier A at that price, the difference being represented 
by the distance V’—V. But these speeds do not represent a stable 
situation since both carriers can produce faster service at less cost. 
Carrier A has an incentive to increase its speed to OC at which point 
its rate of profit is a maximum, represented by the distance P—Q”. But 
carrier B has the same incentive to increase its speed to OC’ where 
its profit is greatest, though less than carrier A’s. The bidding for 
traffic by offering faster service will go on until carrier A reaches a 
speed ON where its cost will just equal the rate. At this point its 
cost is increasing sharply so that it would be uneconomical to provide 
any higher speed. It might be argued that carrier B would cease 
increasing its speed at ON also since its service would be equal to 
A’s and it would still be operating at a profit. This, however, would 
depend upon circumstances. If carrier B could sécure an added volume 
of traffic at a still higher speed sufficient to produce a net aggregate 
gain at the lower unit margin that would obtain, it might be induced 
to increase its speed to such a point, which would be somewhere 
between ON and OM. Carrier B would now be operating a faster 
service than carrier A. It should be understood that in this analysis 
the load has remained constant, so that the ton-miles of transportation 


438 . i S&S © AMERICAN ECONOMIC N 


service, performed would hë the same for either’ carrier at any given = 


~ speed. In actual practice this would probably not be the case. 


The discussion so far has developed the relations betweeri demand, ` 


supply, and cost for a single agency-of transport, such as a railroad. 


` A true supply curve of speed, however, might be composed of a series _ 


of such cost curves appropriate to the different agencies of transport. 
A supply curve of this sort would have a somewhat different contour, 
but the relationships indicated here would not be fundamentally altered. 

- In summary, it may be said that the significance of the element of 
time in transportation derives from the value placed upon time by 
the users of transportation ‘as well as the fact that certain costs are 
directly related to time. The extent of the movement of goods and 
persons from place to place depends -upon two primary factors; 
namely, the cost and the time required. In the day-to-day conduct 
of market operations the period of transport (the time in transit) 
represents a period of suspended adjustment. The appearance of a 
“demand for a shortening of this period follows logically. This demand 
is evidenced by the willingness of the users of transportation to pay 
more for fast transport than for slow transport. 

The value of certain goods depends upon their condition on reaching 
the market. This is a function of time. Corollary to this fact stands 
` the proposition that the speed of transport demanded, other things 
being equal, will tend to vary inversely with the extent of the market. 
Thus, an article which is salable over a wide area will, in general, 


.not command the same speed of transport as one whose market is. 


` restricted geographically. This follows from the fact that the more re- 

. stricted the market the greater is the risk of failure to reach it. In 
this case the demand is restricted in space. But the demand may be 
restricted in time also. The characteristic of perishability may inhere 
either in the good or in the demand for the good. 

The value placed upon time is not strictly constant. This leads 
directly to the proposition that the value of speed in transportation 

~may be a function of the time wen transport takes place. Utilization 
for purposes of transport of hours normally unproductive commercially 
gives the effect of high speed although the actual velocity of movement 
may not be high. 

The value of speed in transport increases as. the value of time 
increases. The value of time increases as the rate of production (product 
per man-hour) increases. It follows that the value of speed increases 

.. with the degree of industrialization of communities. This leads directly 


to the other proposition that speed of transport is a factor in extending. 


_the division of labor and geographical interdependence independently 
of the cost of transport. As industrialization progresses and population 
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increases, the density of traffic also increases. But if has been demon- 
strated that an increasing density of traffic can be handled economically 
with a given investment in fixed facilities by increasing the speed of 
operation since an increase in speed tends to create increased capacity. 

Supplementing this general relationship between the speed of trans- 
port and industrial development is the effect of speed on the mobility 
of both the producer and consumer. Market adjustments are related 
to the movements of individuals as well as of goods. Buyers and 
sellers of both labor and materials must be on hand to make a market. 
The rapidity of adjustments of supply and demand in a market, as 
well as the amplitude of market fluctuations, depend upon the time 
consumed in relating the supply to the demand. This may mean 
the movement of either individuals or goods, and the effect of the 
time consumed is distinct from that of the cost. 

The importance of speed increases as the length of haul increases. 
Since it takes time to cover distance, the longer the distance the longer 
the time in transit and, therefore, the greater the incentive to shorten 
it. 

The rent of land is also affected by the speed of transport. As the 
speed increases economic rent tends to supersede situation rent as 
a factor affecting the price of land. The rent of land is also related 
to the cost of transport; but the effect of speed is independent of the: 
effect of cost. 

Finally, the economic significance of speed rests on the effect it 
has been shown to have on the cost not only of transportation itself 
but of commercial transactions in general. The cost of transport must 
be recognized as the cost of maintaining a given speed; and the value 
of high speed is derived from the value put upon time by the users 
of transportation. Differences in the speed of transport constitute 
differences in the service rendered which are qualitative in nature 
as well as quantitative. And the savings to the users of transportation 
by an increase in speed can be measured in dollars and cents as truly 
as with a reduction in the rate charged. The speed of transport will 
conform to the general tempo characteristic of the community. With 
continued industrial growth and increasing population this general 
tempo will increase. The speed of transport must, therefore, continue 
to increase. The implications of a continued increase in the value 
placed upon time and the consequent increase in the speed of transport 
are sufficiently broad to deserve the careful consideration of all students 
in the field of distribution and exchange. 
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/ TABLE I f 
TIME IN TRANSIT AND FARES CHARGED NEW YORK TO REPRESENTATIVE CITIES 4 
: Via RAILROAD & HIGHWAY F l 
a Railroad Highway Ratios 
_ New York City os : 
: eo Fare e i 
. Time Time Fare Col. 3+ Col. 2+ 
To: Hours ay Hours Dollars Col.1 Col. 4 
(1) (2) (3) (4) (5) (6) 
Buffalo.... ccc cece eee e ees 8.00 9.63 13.67 6.10 1.71 1.58 
> Chicago... cc cece eee eens 16.00 20.02 25.33 13.60 1.58 1.47 
Cincinnati... ...........00. 18.17 16.45 20.51 7.70 1.13 2.14 
Cleveland............000- 10.92 12.60 15.92 9.00 1.46 1.40 ~ 
13.92 18.42 10.20 1.28 1.36 
: 15.46 20.02 11.35 1.26 1.36 
C Ririn, Pass. och oe wie trias 10.27 11.61 14.27 7.65 1.39 1.52 
Indianapolis.............. 14.75 17.88 22.50 12.65 1.52 1.41 
_ Rochester, N. ¥......... ... 7.00 8.20 11.42 5.35 _ 1.63 1.53 
Sti Lousy sisi s: ee steven 19.83 23.43 36.42 16.30 1.84 1.44 
South Bend, Ind........... 15.00 ` 18.21 24.42 12.95 1.63 1.41 
Syracuse. ........ee ee eee 5.47 - 6.38 9.38 4.15 1.74 1.54 
Totals- caerra hans Haas ates 18.17 18.16 
Average Ratios.......... RTEA ails 1.51 1.51 


Source: Bus information from Pennsylvania Greyhound Co. Rail information from Mass l d 
Movement, Part I, “Struggle for Speed,” L. K. Sillcox (Harvard University, 1946). 


TABLE II a 


TIME CONSUMED AND COST By Arr FREIGHT AND RAILROAD 
= Over SELECTED ROUTES 
(100 Ibs. Machine Parts Based on 7500-lb. Shipment) 





È Air Freight Rail Express Rail Freight 
imel ime’ ime’ - 
feny Cost? T Cost* Ge) - Cost? “h 

Boston to Houston....... 9.0 | $10.74 53.9 | $ 8.55 R 116.5 | $4.26 

. New York to Los Angeles. .| 13.7 16.41 87.5 13.41 ig 124.2 6.67 
Chicago to Seattle........ 10.0 11.65 62.5 10.33 a) 152.0 5.95 
Detroit to Miami......... 5.8 7.76 40.3 6.90 (a) 96.0 3.69 
Chicago to New Orleans...) 4.1 5.53 26.3 4.92 56.8 2.58 

_ New York to Miami...... 5.5 7.35 37.8 6.28 81.7 3715 





1 Based on flying time average of 200 mph (north to south), 190 mph (east to west), and 
210 mph (west to east) with 45-minute stop-overs for refueling approximately every 1300 
miles as applied to great circle mileage. : ' 

2 Based on proposed 13¢ per ton-mile applied to great circle mileage. Includes 3% federal 
tax. ; 

* Based on average 35 mph as applied to rail mileage. ` 3 

1 Estimated by Railway Express Agency. Includes 3% federal tax. | 

5 Based on estimated average of 16.2 mph quoted by Assn. of American Railroads for June 
1946, as applied to railroad mileage. (a) Actual time or estimate of actual time from specific 
railroad sources. i 

6 First-class, Le.l. rail freight, “machine parts N.O.I.B.N.” Quoted by a railroad. Includes 
3% federal tax. - 

Source: C.A.B. Docket No. 810 eż al., National Skyway Freight Corp., Exhibit No. 63. - 
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COST ANALYSIS IN TRANSPORTATION 


By Forp K. EDWARDS 
Interstate Commerce Commission 


I. Introduction 


Cost analysis in transportation has been found to contribute in 
greater or less measure to the solution of a wide variety of problems 
relating to transportation rates and services. A brief résumé both 
of the types of cases in which costs have been helpful and the issues 
involved in such cases may serve at this point to focus attention on 
the general nature of the problems with which the analyst must cope. 

Probably one of the simplest uses of cost is that involved in the 
determination of whether or not a particular train or bus schedule should 
be continued in service. The issue, insofar as costs alone are concerned, 
can be briefly stated: Do the added revenues from ‘the operation equal 
or exceed the added expense it incurs? From studies of individual trains 
it is but a step to the analysis of the revenues and expenses for sizable 
segments of a carrier’s operations, such as passenger commutation serv- 
ices in given metropolitan areas, or, indeed, to passenger services taken 
in their entirety. However, from a cost-of-service standpoint, as apart 
from the element of service, the fundamental question is still the same: 
Do the revenues earned from the service cover the extra expense it 
occasions? The analyses of the relationship of the revenues from express 
traffic, less-carload or less-truckload traffic, minimum-charge shipments, 
and similar broad groups of traffic to the direct costs of handling such 
traffic fall in the same category. 

Cost analysis is frequently involved in abandonment proceedings, a 
fundamental question being whether the cost of hauling that traffic 
which originates or terminates on the line to be abandoned and which 
would be lost to the carrier if the line were abandoned, exceeds the 
system gross revenues earned from such traffic. Again, on traffic 
handled over the lines of two or more carriers, questions as to the divi- 
sion of the revenues among the participating roads may call for studies 
to show the relative expense, line-haul and terminal, which each road 
incurs in performing its portion of the haul. The proper charges for a 
wide variety of switching services that may be performed in a single 
large terminal are frequently determined by cost studies. 

Matters involving relative economy and efficiency in the handling 
of various kinds of traffic for various lengths of haul by competing 
agencies of transportation call for, among other factors, a knowledge 
of relative costs. In this case both the so-called “direct” costs and the 
“indirect” costs may be pertinent. The extent to which territorial differ- 
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ences.in rates can be justified by territorial differences in the costs of 
performing transportation service naturally calls for comprehensive 
cost studies. s 

The foregoing illustrations relate principally to substantial segments 
of the carrier’s traffic, the costs for which can often be directly isolated. 

But the usefulness of cost analysis by no means ends here. With 
adequate accounting and statistical data, cost analysis may be extended 
to small segments of the traffic such as point-to-point movements of 
individual commodities’ or the transportation of the different kinds of 
traffic when grouped by length of haul, by interstate and intrastate 
movements, by singlé-line and interline hauls, by size of shipment, by 
classification ratings, etc. This latter type of analysis has been increas- 
ingly used of late in revenue proceedings involving motor carriers where 
the matter of selective rate increases on segments of the traffic as op- 
posed to blanket increases for all traffic is being weighed. Cost analysis 
as applied to individual commodities or kinds of traffic is useful, first, in 
determining whether the rates or revenues cover and more than cover 
the added costs incurred in handling the traffic; secondly, in appraising 
the extent to which rate differentials can be justified by cost considera- 
tions; and, thirdly, in testing the compensatory character of rates. 

As the foregoing illustrations indicate, cost analysis in the field of 
transportation may assume a wide variety of forms. In some cases a 
knowledge of the so-called “variable” or “out-of-pocket” costs suffices. 
In other cases all costs, both variable and constant, must be taken into 
consideration. In each instance the analysis made must be governed 
both by the issues at stake and the fundamental nature and character- 
istics of transportation costs. 

The remainder of this paper treats principally of this latter topic. 


Il. Variable and Constant Costs 


Transportation costs at any given level of output (traffic density)? 
are fundamentally divisible into two components: first, those expenses 
which are found to vary in direct proportion to changes in output or 
traffic volume, and, secondly, those expenses which behave as though 
they were of a fixed or constant character; i.e., wholly independent of 
the volume of traffic carried. The expenses which are found to vary 


+ Specific commodities for which rail or water costs have been introduced in proceedings 
before federal and state regulatory bodies include coal, sugar, petroleum products,’ auto- 
mobiles, molasses, cotton piece goods, boots and shoes, beer, canned goods, citrus fruits, salt, 
paper, cement, and phosphate rock. 

* Traffic output or volume, for purposes herein, refers to the traffic density, ie, the 
ton-miles per mile of road or mile of route. Thus changes in traffic volume refer to in- 
creased or decreased traffic handled over the same routes and not to changes resulting 
from, for example, end-to-end consolidations. 

* For a general discussion of constant and variable costs see The Meaning and Significance 
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in direct proportion to output are designated as the variable expenses.* 
All other costs are designated as the constant costs. 

Because of the ramifications of transportation operations, line and 
terminal, a carrier’s output may have many dimensions, all of which 
must be evaluated in determining the added costs incurred in trans- 
porting a commodity between two points. For example, from five to 
ten different units of output (i.e., service units) may be used in com- 
puting the costs for a given rail movement, depending upon the degree 
of refinement appropriate.’ By dividing the variable portion of the 
expenses associated with each such service unit (car-miles, gross ton- 
miles)? by the number of such units, the marginal cost for each service 
unit can be obtained. If the number of service units of each kind (car- 
miles, gross ton-miles, etc.) consumed in hauling a given weight carload 
shipment between two given points is multiplied by the marginal cost for 
each service unit, and the products totaled, the aggregate cost thus ob- 
tained constitutes the “added traffic” or “out-of-pocket” cost for the 
given shipment at that level of output obtaining at the time of the study. 
The result constitutes the marginal cost for carload shipments df the 
given weight handled between the given points. 

Such added traffic or out-of-pocket costs for any given carload 
or less-carload movement or for any given part or segment of a carrier’s 
traffic include those costs for labor and material which were incurred 
as a result of the production of the transportation service in question, 
or, conversely, those costs which could have been avoided if the.service 
had not rendered.’ They include not only those items of cost which 
can be directly observed and measured, such as the labor required to 
load ten tons of freight in a car, but also that portion of the expenses 


of the Out-of-pocket, Constant, and Joint Costs in Motor Carrier Operation (Interstate 
Commerce Commission Statement No. 4614). 

*The term “variable expenses” is commonly used to mean expenses which vary in some 
proportion, but not necessarily in direct proportion, to output. When the term is used 
in this paper it refers to that portion of the expenses which, at the level of output under 
study, varies in direct proportion to traffic volume. 

*The service (or performance) units may include car-miles, car-days, gross ton-miles, 
net ton-miles, train-miles, locomotive-miles (by class of equipment), yard engine-hours, 
cars switched (in each class of switching service), shipments billed, and tons handled 
across a platform. Each unit represents a reasonably homogeneous measure of work 
performed. 

€ Car repairs are associated partly with car-miles and partly with car-days, train crews 
pit Sain mikes by classes of trains or with gross ton-miles, depending upon refinements 
needed, etc. 

7«It is the extra expense incurred if this particular traffic moves ... and not incurred 
if it does not so move, which is termed the ‘out-of-pocket’ expense for this particular 
item of traffic.’ Winthrop M. Daniels, The Price of Transportation. Service, p. 62. “Costs 
which may be segregated, which are first incurred when a particular article is offered 
for transportation, and which disappear when that article ceases to move, are known as 
out-of-pocket costs. They change, by their very nature, in proportion to the amount of 
traffic, and they are, therefore, variable.” Stuart Daggett, Principles of Inland Transporta- 
tion (3rd ed., 1941), p. 317. 
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incurred in-‘common with other freight in the car such as the wear and 
tear on the equipment and track occasioned by the miles run. Over the 
long-run period they also include the cost of capital for that portion of 
the plant investment which is found to be expanding or contracting in 
direct proportion to changes in traffic density. In short, the separation 
of the carrier’s costs between the variable expenses on the one hand and 
the constant expenses on the other strikes across the carrier’s entire 
accounting classification. 

These added traffic or out-of-pocket costs are sometimes also referred 
to as the marginal costs, direct costs, assignable costs, separable costs, 
traced costs, or prime costs. Whatever the term used, the figures have 
reality in rate making only to the extent that they reflect the added costs 
which were incurred because the traffic in question was handled, or the 
costs which could have been avoided if the traffic were not handled.’ 

The constant costs include all costs which, within the limits of the 
range of output under study, are independent of changes in output.° 
Their existence stems from the fact that increases or decreases in output 
are not followed by proportionate increases or decreases in the carrier’s 
aggregate expenses.” These expenses cannot be traced to any particular 
units of output. They continue’to exist irrespective of whether or not 
any given unit is produced. 

The constant costs are sometimes referred to as the overhead costs, 
the burden, fixed costs, indirect costs, or unassignable costs. They are 
also sometimes called the “joint costs,” although this term, for pur- 
poses herein, has been given a much more restricted meaning. 


Ill. The Joint Costs 


Joint costs have often been described as embracing any cost incurred 
. for the benefit of the business as a whole, such definition in some cases 
being synonymous with the term constant or overhead costs. However, 
the term is much more useful, as well as less confusing, if employed in 
defining and identifying those costs which relate to the problem of by- 


$ The added costs may be viewed over the short-run or the long-run period depending 
upon whichever is pertinent in the individual case. 

° J, M. Clark, Encyclopaedia of the Social Sciences (1937), Vol. 11, p. 511. Stuart Daggett 
defines the constant costs as follows: “The phrase ‘constant cost? has been used ... to 
indicate those expenses which, in the aggregate, do not change with changes in the volume 
of business done, neither rising as traffic grows nor falling off as traffic declines.” Principles 
of Inland Transportation (3rd ed., 1941), p. 316. ` 

See J. M. Clark, Studies in the Economics of Overhead Costs (1923), p. 1. M. O. 
Lorenz explained the concept as follows: “When expenses grow less rapidly than the traffic, 
a portion of the expenses may be looked upon as absolutely independent of the traffic and a 
portion as varying exactly with it.’ “Cost and Value of Service in Rate Making,” 
Quarterly Journal of Economics, Vol. 30, p. 212. 

* Donald H. Wallace defines overhead cost as meaning a body of cost which does not 
vary in the same proportion (and in the same direction) as output. Quarterly Journal of 
Economics (1934), Vol. 48, p. 584. 
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products. As Wallace points out, the rate-making policies called for 
under conditions of joint cost may differ from those called for under 
conditions of constant costs.** Unless a distinction is made between 
constant or overhead costs on the one hand and joint costs on the 
other, the problems peculiar to each may not be appropriately dealt 
with. 

The term joint costs is here restricted to those costs incurred in ren- 
dering two or more transportation services, each of which may take a 
different rate, the services, however, being the result of a single indi- 
visible transportation operation.** Where the expenses are of a joint- 
cost character the basic approach in cost finding of computing the 
added costs for one of the services by determining the expenses which 
could be avoided if this service were not performed, is obviously 
unworkable. 

Joint-cost operations crop up in various places in railroad and motor 
carrier operations.** Their most important characteristic is that, unlike 
the constant or overhead costs, they would persist even after full utili- 
zation of the most efficient carrier plant is reached; i.e., when constant 
or overhead costs would have approached the vanishing point.*® 

Joint-cost operations when taken in their entirety, such as the round- 
trip movement of equipment or the annual maintenance of added track 


“J. Maurice Clark states: “In the broad sense joint cost has been frequently spoken of 
as any cost incurred for the benefit of the entire business or of a considerable class of 
business as a whole, and not for its separate parts. Used loosely, the term may be 
virtually equivalent to untraced cost, or constant cost, or indirect cost. In its origin, 
however, the term had to do with a special problem, namely, that of by-products, and it 
is more useful if it is confined to this original meaning.” Studies in the Economics of Over- 
head Costs (1923), pp. 58-59, 

* Donald Wallace, Quarterly Journal of Economics (1934), Vol. 48, pp. 585-586. 

“D, Philip Locklin states: “. . . true jointness exists only when the production of one 
commodity necessarily results in the production of another.” Quarterly Journal of Eco- 
nomics, Vol. 47, p. 194. Jacob Viner states: “The most serviceable definition designates as 
joint products commodities which are sufficiently distinguishable from each other to have 
different markets and to command different prices even under competitive conditions, but 
which are partly or wholly the outcome of a common process of production.” Encyclopaedia 
of the Soctal Sciences (1937), Vol. 4, p. 473. 

* Referring. to the railroad industry, Wallace states: “Two instances of true joint cost 
in the railway industry are now generally accepted. First, the provision of facilities for 
transportation in one direction involves making available roughly the same capacity for 
carriage in the opposite direction. Second, any size of investment is joint for production at 
different time.” Quarterly Journal of Economics (1934), Vol. 48, p. 592. Clark points out: 
“As we have already seen, east-bound and west-bound traffic on railroads furnish another 
case of joint cost. They are essentially complementary and you carmot haul an added car 
east without being forced to haul it west again, empty if it cannot find some cargo. Every 
haul of an empty car represents a possible joint product undeveloped. The special cost 
of west-bound tonnage is merely the excess cost of hauling cars full over hauling them 
empty, and the rest is joint.” Studies in the Economics of Overhead Costs (1923), p. 100. 
Sef also The Meaning and Significance of the Out-of-pocket Constant, and Joint Costs 
X M a Operation (1946), pp. 7-9 (Interstate Commerce Commission Statement 

o. 4614). 

* For differences between constant and joint costs see Wallace, p. 585. Also see Inter- 
state Commerce Commission Statement No. 4614, pp. 7-9. 
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facilities to meet seasonal traffic demands, are separable between 
their variable and constant components the same as any other cost. For 


cost-finding purposes the variable portion of the costs may be spread . 


uniformly over the total output of the joint cost operation.” 


IV. Determination of the Variable Costs 


‘Transportation costs are found to be responsive to changes in traffic 
volume to a-very substantial degree except possibly in those cases in 
“which the capacity of the minimum-size plant which can be operated 
has not yet been reached. To use a simple example, consider the small 
truck operator with one small vehicle. He will find some of his costs 
constant. Although his repairs and fuel will be largely proportional to 
miles operated, his capital costs (payments or allowance for interest 
on the investment), taxes (other than fuel and mileage taxes), and 
insurance are largely of a fixed character. The wages of a driver, or the 
owner’s requirements for sustenance and shelter if he drives the truck 
himself, will likewise be relatively fixed. 

However, when his business grows to a point where he must purchase 
a larger truck or operate two trucks, these same expenses will become 
variable in large part. When five, ten, or more trucks are operated, it is 
obvious that, with some lag, the amount of equipment owned and main- 


tained becomes closely adjusted to the volume of traffic handled. 


Interest," taxes, and insurance on the equipment now vary almost 
directly with the traffic moved. The operator has now exhausted the 
-unutilized capacity he may have had when he started operation with his 
single small truck, and the size of his plant and the expense of operating 
_it will, over a period of time, become closely adjusted to the amount of 
transportation service rendered.*® 
For purposes of cost analysis the identification of these variable costs 
can best be determined from studies of the actual behavior of the costs 
in the face of changes in traffic volume.” One method of determining 
the degree to which expenses are a function of traffic volume is that of 


mn 


|. © “Thus, the costs for the round-trip hauling of the tare weight of the equipment can 
be divided by the round-trip revenue ton-miles. Any differences in rates by directions 
must insofar as these costs are concerned, rest on demand factors and not on cost factors. 
€M. O. Lorenz points out in speaking of interest charges on rail equipment that such 
charges are as closely related to the traffic as are the maintenance charges for equipment. 
Quarterly Journal of Economics (1916), Vol. 30, p. 229. 

* J, Maurice Clark observed in this connection: “Starting with a search for certain 
accounting items which do not vary at~all with variatioris in business and other items 
which vary in proportion to business, one soon finds that there are no items that remain 
permanently unchanged, few that remain unchanged for relatively short periods and none 
that always vary exactly in proportion to business. As a result, every item of cost is 


bound to have a mixed character.” Studies in the Economics of‘ Overhead Costs (1923),. 


p. $1. ; : 
» Ibid., p. 223. M. O. Lorenz and B., T. Elmore, Out-of-pocket Cost As a Factor in 
- Determining Freight Rates (1.C.C. Statement No. 3352, 1933), pp. 19-30. 
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noting the year-to-year changes in the expenses (in total or by groups) 
which accompany year- to-year changes in the traffic volume. However, 
this type of analysis requires the elimination of the influence of price 
changes and wage adjustments." Otherwise, the showing of the rela- 
tion between expenses and traffic volume would be distorted. Correc- 
tions for price level changes and wage changes present no insuperable 
problem in the railroad industry. In the motor industry, however, it is 
difficult to provide the necessary adjustments because of the great 
number of carriers involved, the multiplicity of different wage agree- 
ments which apply to different groups of employees and to different 
areas, and the lack of regularly compiled price indices applicable to 
motor transportation. To some extent the problem of price changes can 
be by-passed by relating the output directly against man-hours, athong? 
this procedure has many limitations. 

Another basis of approach is to take one period of time, i.e., a year, 
and observe the degree to which the expenses differ between carriers 
performing a like kind of service but having different levels of output; 
i.e., traffic densities. To use an example, if carrier B transports 20 per 
cent more traffic per road-mile or per route-mile than does carrier A 
which has the same kind of traffic and operating conditions, and the 
operating expenses of carrier B are 20 per cent greater per route-mile 
than those of carrier A, the inference can be drawn, other factors being 
equal,” that the expenses at the level of output experienced by carrier A 
are 100 per cent proportional to the traffic volume. If the 20 per cent 
greater traffic volume enjoyed by carrier B relative to carrier A was 
accompanied by a 15 per cent increase in its operating expenses as 
compared with A, it can be similarly inferred, other factors being equal, 
that 75 per cent of the expenses are directly proportional to output and 
25 per cent are essentially unrelated to output; i.e., are constant.” 

It is difficult, of course, to find two carriers operating over identical 
routes and'hauling precisely the same traffic. However, by making a 
large number of observations of carriers, each observation being limited 
to a group whose operations are relatively homogeneous, any tendency 
of the expenses to increase or decrease with changes in output, i.e., 
density per route-mile, will make itself evident. 

The results of this last type of analysis, although based on one period 


“Tt is also desirable to eliminate the influence of technological changes which are not 
traceable to added volume and which might tend to hold the variable costs relatively 
fixed in the face of increasing traffic during the period under study. Costs found to be 
constant under such circumstances would not justify rate differentiation. 

2 Ie, the operations being homogeneous as to type of traffic, length of haul and 
character of service (assembly and distribution versus key-point operations), etc. 


3 These exact proportions would only hold, of course, at that level of output experienced 
by carrier A. 
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of time; reflect the long-run effect of changes in traffic volume, inasmuch 
as the influence of varying densities on the costs for each carrier in- 


cluded in the study may: be expected to lave become relatively sta- ' 


bilized: + 
The various approaches to the separation of the variable cost from 
the constant costs for rail transportation, including those explained 


above, have been dealt with at length in “Rail Freight Service Costs in . 


the Various Rate Territories of the United States,” and no effort will 
` be made to review them here. However, this study indicated that both 
. the rail operating expenses and the investment in the rail plant were, 
in the long run, responsive in a very substantial degree to changes-in 
traffic volume. Corresponding analyses made for motor carrier opera- 
tions are reviewed in a study recently completed by the Cost Section 
of the Bureau of Transport Economics and Statistics.” An illustration 


drawn from this study will serve to indicate the methods of approach. 


followed for motor carriers and the general pattern of the cost curves 
for this industry. Chart I shows the expenses per route-mile plotted 
against the traffic volume (ton-miles) per route-mile for 15- Class I 
common carriers of general freight in the Central Region. The average 
haul for each of these carriers fell within the range of 300 to 349 miles.’ 
Tests were made to insure reasonable homogeneity of the carriers within 
each mileage group. The analysis of the data represented by Chart I 
may be made either graphically” or mathematically.” a. * 

™ Senate. Doc. 63, 78th Cong., Ist sess., Ch. IX to XIV. This document is a summary 
of the exhibits introduced by the Cost Section of the Bureau of Transport Economics 
and Statistics, Interstate Commerce: Commission, in Docket 28300, Class Rate Investiga- 


tion. Additional unpublished material appears in Exhibit 12 of this proceeding. 
See study entitled “Explanation of the Development of Motor Carrier Costs with 


‘Statement as to Their Meaning and Significance,” Ch. III (1946). Introduced as Exhibit - 


7 in I.C.C.- Docket 29556 and Docket M:C-C-543. The study related to the year 1943. 


% This chart is one of 41 separate observations conducted in four regions’and embracing’ ` 


- 325 Class I common carriers of general freight. The results shown above are typical. 
Class I motor carriers are those with annual operating revenues in excess of $100,000: ~- 

7 'Ton-miles per highway-mile (traffic density) are plotted along the horizontal scale 
while total expenses per highway-mile are plotted against the vertical scale. The trend 
` line may then be drawn in free-hand or computed. A perpendicular line was erected 
from the base at the point representing the weighted average density for the study 
carriers in the group; ie. 15,732.12 ton-miles per highway-mile for the illustration 
_ shown. From the point where this perpendicular intersects the trerid line a horizontal line 
was drawn to the vertical axis to indicate the reading at this point. The reading at this 


point is $454.65 which constitutes the average expenses per highway-mile at the average 


density of traffic. These are the expenses per highway-mile (total operating expenses, rents, 
and taxes) found to be incurred under conditions of average density. By taking the point 
- at-which the trend line intersects the vertical ordinate at zero density, the expense of 
` $454.65 can ‘be separated between its variable and constant components based on the 
behavior of the expénses under- conditions of average density. Referring to the chart, 
the constant expenses ($29.05) are indicated by reading the vertical ordinate for zero 
density at the point it is intersected by the trend line. The remaining expenses amounting 
to $425.60 ($454.65-— $29.05) represent the variable portion. The variable portion of 
the expenses amount to 93.6% of the total ($425.60 + $454.65). Attention is called to the 
fact that- whenever the trend line intersects the ordinate. for zero density at zero dollars, 
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The- Daes include operating expenses, rents, and taxes, but exclude 
income taxes. and any allowance for return or profit. aie 

The chart indicates that at the average level of output for the study 
carriers (15,732 ton-miles per mile of route) 93.6 per cent of the ex- 
‘penses varied in direct proportion to the volume of traffic carried. Thus, 
as the traffic increases the expenses increase in almost direct propor- 
tion. From Chart I it is evident also that the proportion by which the 
expenses are variable changes with each change in the level of output. 
The constant costs constitute an increasing proportion of the total costs 
as the volume declines and a decreasing proportion as the volume in- 
creases. This change in the percentage of the expenses which are vari- 
able has no special significance, however, other than that in computing 
marginal costs care should be taken to use that percentage which is 
applicable at the level of output for which expense data are available. 

.Where the relationship of the aggregate expenses to output is linear 
(as in Chart I), the marginal cost is identical at all levels of output. 
The curves for the average costs per unit (including both the variable 
and the constant costs) and for the marginal costs ate shown in Chart 
II based on the data portrayed in Chart I. 

The shapes of the cost curves in Chart II are characteristic of those 
for the Class I general commodity motor carriers. On Some very short 


hauls, principally under a hundred miles, some degree of curvilinear 


relation was found (see Chart I).® The slope of a tangent drawn to 
any point-on the curve (i.e., at any desired density of traffic) measures 
the unit change in the expenses which accompanied each unit change in 


the expenses will be 100% variable (i.e. all expenses will be in direct proportion to the 
traffic volume). 

# The trend line shown was mathematically computed by the method of least squares. 
Where the re ation is linear, it is described by. the equation: 

y= a + bx ` 

y = total expenses per highway-mile 

x= ton-miles per highway-mile 

. æ == constant expenses 


b == the average change in expenses per highway-mile accompanying each unit change’ 


in ton-miles per highway-mile 

Applying this equation in the construction of the trend line in the chart, the total ex- 

penses per highway-mile equals $29.05 plus ($0.0270S3 multiplied by the ton-miles per 

highway-mile). ‘The point $29.05 at which the trend line cuts the x ordinate at zero 

traffic density is represented by a, the constant expenses. The prodtct of $0.027053 

(the average change in expenses with each change in ton-miles) and 15,732.12 (the 
, average ton-miles per highway-mile) amounting to $425.60 constitutes the expenses which 

are proportional to output at the average density of traffic. The per cent by which the 

expenses are variable (ie., directly proportional to output) at this density is 93.6 

($425.60 -= $454.65). At lower levels of output the per cent by which the expenses are 
: variable decreases while at higher levels of output the percentage increases. 

® The element of return or profit, at least that which is over and above allowances for 
interest, would have the characteristics of overhead costs. 

*On the few hauls concerned, principally those of 25-49 miles and 50-74 miles, factors 
other than density, the influence of which was not fully excluded, affected the shape of the 
curve, 
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the traffic-at such density. Also, a tangent drawn at any point on the 
" curve (i.e., at any level of output) can be used to measure the proportion 
-of the total costs which are varying in direct relation to traffic volume 
at such point.” N 

Where the relation of aggregate costs to traffic volume is E 
the marginal costs obviously change with each change in output. ‘In 
the studies referred to herein,* the presence of curvilinear relationships 
-was so very limited as to have no influence on the over-all picture. The 
results of the study in the Central Region, covering 177 carriers, were 
as follows: 


Number Per cent Variable at 
Mileage Groups . of Average Density for 
j Carriers Test Study Carriers 
(1) (2) (3) 
Central Region (178 Carriers) 
25~ 49 miles : 7 95.0 
50- 74 16 93.0 
75-99 ” - 23 80.0 
100-124 ” 10 100.0 o 
. 125-149 ” _ 122 97.9 
150-174 `” 19 89.1 
175-199 ” 13 110.2 - 
200-224 ” 11 95.2 
225-249 ” 10 99.2 
250-274 ” ag _ 118.6 
275-299 ” 12 99.0 
300-349 ” 15 93.6 
350-399 ” 8 : 84.5 
400-549 ” ` 5 87.7 
550-749 ” 4 99.6 > 
750 miles and over 4 TE 


Total 


“The conclusion was drawn by those presenting this study that for 
the Class I general commodity carriers between 90 and 100 per cent of 
the operating expenses are-directly proportional to output. ee 

Rail studies based on the carriers’ prewar experience showed 70 
to 80 per cent of the operating expenses to'be varying with output.” 


‘™ The point at which the tangent cuts the y ordinate at zero traffic density represents 
the element of constant expense which is present in the costs at the level of output under 
observation. The total expenses at such density, less the constant expenses, represent 
the expenses which are varying in direct proportion to output. The per cent variable at 
such density is computed by dividing the variable portion of the expenses at this point 
by, the total expenses. 

“See study entitled “Explanation of the Development of. Motor Carrier Costs with 
Statement as to Their Meaning and Significance,” Ch. HT, introduced as Exhibit 7 in 
I.C.C. Docket 29556. 

“The study points out (p. 110) tbat the observations were based on the year 1943, 
a wartime period when there were strong incentives to load line-haul trucks to capacity 


at all times. The effect of a future easing in the supply of motor transportation on the -. 


figures is, of course, not now known but it is not believed that it will be substantial. 
Senate’ Doc. 63, 78th Cong., 1st sess. “Rail Freight Service.Costs in the Various 
Bae Territories of "the United States” (1943), p. 75. 
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The corresponding percentages for the rail investment (taken over the 
long run) were somewhat lower (50 to 70 per cent). The highest per- 
centages were found in the territory where the traffic density was high- 
est; namely, in the East. The studies indicated that, within the range 
of the traffic densities observed, the relationship of aggregate expenses 
to traffic output was linear. 

The differences in the degree to which rail and motor carrier figures 
are variable are traceable in part to the fact that constant costs are 
present in the rail maintenance-of-way expenses and in the capital costs 
resulting from the investment in road property. The corresponding road- 
way costs for motor carriers are distributed on a “use” basis through 
gas taxes and license fees, and, insofar as the motor carriers are con- 
cerned, they become proportional to the traffic carried.” 

Some situations do not require or do not lend themselves to the type 
of studies just mentioned. Where the traffic under study is handled 
in operations which are more or less separate and apart from the re- 
mainder of the services, much of the “added expenses” can be directly 
isolated from an analysis of the accounting records. This is true for 
the passenger services and for branch-line operations. Other situations 
must be handled on their own merits, consideration being given to the 
practical aspects of the problem and whether the issues call for a short- 
term or long-term approach. 

A few examples suffice. The added costs for the transportation of a 
limited number of automobiles lashed. to the spar deck of a general 
cargo vessel operating between ports on the Great Lakes were found 
to include only a very small part of the total operating expenses, such 
as the costs for loading and unloading the automobiles, and the extra 
clerical work in billing the shipment." On the other hand, the added 
costs for vessel operations devoted exclusively to the hauling of auto- 
mobiles between the same ports wefe calculated to include practically 
the entire expenses of the company so engaged, on the principle that if 
no automobiles were carried, no expenses would be incurred. The added 


The foregoing figures are not, of course, intended to imply that any series of 
changes in the traffic volume are directly followed by a smooth series of adjustments 
in the expenses. The adjustment of expenses to output is inevitably somewhat irregular 
and jerky as many writers have pointed out. The added expenses of handling “one 
more car” through origin, destination, or intermediate terminals or the added line-haul 
fuel cost occasioned by “one more ton-mile” or “one more car-mile” obviously cannot 
be directly isolated. However, with rail traffic in a constant state of flux there is no lack 
of evidence from which to determine the cumulative effect of incremental changes in traffic 
volume on costs, taking measurable changes in the traffic volume amounting to 5, 10, or 
15% of the total traffic handled. It is also recognized that, when the growth of traffic is very 
rapid, operating expenses may grow more rapidly than the figures given herein may indi- 
cate and the expansion of the investment may lag. Should the higher level of output be 
permanently maintained, capital costs will subsequently increase and operating expenses 
will be reduced somewhat as capital improvements replace labor. 

™ Docket 28190, New Automobiles in Interstate Commerce, 259 LC.C. 475, 508 (1945). 
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costs for the hauling of mail in a combination mail, express, ad pas- 
senger car in a way-freight train, the car being operated regardless.. of 
the carriage of mail, were indicated to be negligible.” However, in the 
_ event the elimination of the mail service would subsequently permit 
of the elimination of the car, the out-of-pocket costs would include the 
` small amount of added fuel consumption caused by the car plus the 
maintenance of the car. 

The added expenses for suburban traffic have been estimated to be 
those expenses which the carrier could save if the service were elimi- 
nated, such as the wages of the station agents and train crews who would 
be released, the maintenance and operation of the coach yards and the 

„car cleaning track which could be eliminated, the maintenance of the 
. station buildings which could be closed, the maintenance of the third and 
fourth running tracks on the main line which could be torn up, etc.**® 

The added expenses of handling less-carload freight hauled in through 

‘trains made up of L.C.L. cars have been taken to include all the direct 
expenses traceable to such trains, such as train and engine crews, fuel, 
locomotive and car repairs, make-up and break-up of the train, etc. At 
the other extreme, where the less-carload traffic was handled in way 
.cars by local freight trains operating daily or triweekly service on 
_ branch lines to serve carload shippers, the added expenses were largely 


limited to that occasioned by the extra time directly incurred by the . 


crews in synching e the way car and in loading and unloading the L.C.L. 
freight.** 


V. Treatment of the Constant Costs 


Once ascertained, the variable costs can, without much difficulty, be 
assigned or apportioned to the traffic which occasioned them. The con- 
stant or overhead costs present a different problem. Inasmuch as these 
` costs continue, irrespective of whether or not given increments of 


traffic are handled, they are not capable of assignment to particular 


kinds of traffic on a cost-of-service basis. Their apportionment for rate- 
making purposes can a rest on demand or value-of-service con- 
‘sideration.*° 


"In the U. S. Court of Claims, Wm. V. Griffin et al. Plantif vs. ‘The United States 
of America, Defendant, No. 45622, pp. 279-290 (1946). 

*8 See Interstate Commerce Commission Statement No. 441 entitled “Formula Providing 
for a Comparison of Railway Revenues with Expenses for Surburban and Commutation 
Services” prepared by Cost Section of the Bureau of Transport Economics and Statistics. 

=» Interstate Commerce Commission I&S Docket 4690, “All Commodities, L.C.L. between 
Maine, Massachusetts and New Hampshire,” Exhibit 24. 

“In Alden Coal Company et al. vs. Central Railroad Company of New Jersey et al. 
263 LC.C. 654 (1945), the Interstate Commerce Commission briefly summed up the 
problem when it stated: “ ... the nature of rail costs'is such that they could seldom 
be used, as the sole measure of a line-haul rate. This arises from the inherent nature of 

rail costs which are made up partly of expenses directly assignable to particular kinds 
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The analysis of value of service or demand is something quite sepa- 
rate and apart from cost analysis. The problem is graphically illustrated 
` in Chart IIT which gives a hypothetical distribution of the constant cost 
or burden in rail rate making. The horizontal scale on the chart shows 
the net ton-miles handled of each-of six commodities, The vertical scale 
on the chart indicates the out-of-pocket costs and revenues in mills 
per net ton-mile.** The maximum height of each bar shows the revenue 
in mills per net ton-mile. The crosshatched area of each bar shows 
the total out-of-pocket cost (ton-miles multiplied by the out-of-pocket 
cost per ton-mile). The total area of each bar represents the total 
revenue received for the commodity (ton-miles multiplied by revenue 
per ton-mile). The difference between the total area of the bar and the 
crosshatched portion of the bar (i.e., the area marked by the diagonal 
lines) indicates the contribution (over and above the out-of-pocket 
costs) which the commodity makes to the constant costs or burden. 

Apportioning the constant costs according to demand (value-of- 
service) considerations means setting such rates on each commodity 
as will, in conjunction with the volume of traffic induced by such rate, 
maximize the aggregate contribution above out-of-pocket costs; i.e., 
maximize the area marked by the diagonal lines. When subjected to the 
limitations that unjustifiable discrimination or exploitation shall not 


be present and that the over-all return or profit to the carrier be no — 


more than reasonable, considerations of demand find expression in 
rate reductions on heavy volume traffic. Where the traffic is highly 
clastic, rates can be cut to that point where tho contribution to over- 


of traffic, i.e., the out-of-pocket or -variable expense, and partly of expenses of a constant 
or fixed character which, being incurred on behalf of the operation as a whole, are not 
capable of assignment to particular kinds or segments of the traffic on a cost-of-service 
basis. For purposes of analysis and comparison these constant or fixed costs are usually 
apportioned on some statistical basis. For rate-making purposes, however, they must- 
ultimately be borne by, or fairly apportioned to, the various kinds of traffic upon a 
value-of-service or ability-to-pay basis, considération being given, however, to generally 
recognized or accepted policies in the distribution of the transportation burden.” M. O. 
Lorenz has pointed out that the constant costs represent the scope for the value-of-service 
element. Quarterly Journal of Economics, Vol. 30, p. 219: J. M. Clark pointed out 
in a similar vein: “The differential costs have to be covered by any unit of business 
if. it is to be worth taking as a separate increment. The rest have to be at least 
approximately covered by the business as a whole in the long run, but in the short run 
there is no such necessity; and in any case the amount borne by any given part of 
the business is a matter of policy and apportionment, not of controlling necessity arising 
from the facts of cost. So far as the decision is governed by economic law, sensitiveness 
of demand is likely to be the deciding factor.” “Overhead Costs,” Encyclopaedia of 
the Social Sciences (1937), Vol. 11, p. 511. Referring to the often quoted three “C’s” 
of rate making, i.e. costs, comparison; and compromise, the latter two, comparison 
and compromise, are probably the rate maker’s equivalent to the concept of demand 
or value of service. 

_ “Differences in costs and revenues per ton-mile for different commodities are caused 
in part by differences in the average lengths of haul. Other factors being equal, short-haul 
traffic, wha its high proportion of terminal costs, has a high cost and a high revenue 
per ton-mile, 
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head reaches its maximum, the advantages resulting therefrom being 
realized, not only in lower rates on the traffic in question, but by a re- 
duction in the burden which otherwise must be borne by traffic having 
a less elastic demand. Thus, as Hadley stated,“ the determination of 
the proper rate on commodities having an expansible traffic volume is 
fundamentally a problem of determining the point at which further rate 
reductions no longer serve to increase gross earnings faster than they 
increase operating expenses, The theoretically proper distribution of 
the constant costs for a commodity having expansible traffic volume 
would be attained when the net addition to overhead equals zero; that 
is, the increase in gross revenue resulting from the application of a 
reduced rate to the larger volume of traffic induced by such rate would 
just equal the “added costs” of handling the newly induced traffic. In 
Chart III the rates on the low-grade Commodity F are presumed to be 
set at this level.“ With rates set at this point the contribution to the con- 
stant costs or burden is at its maximum. The residual burden to be 
borne by the higher-grade commodities is at its minimum. Should the 
rate on Commodity F be either raised or lowered, the burden on the 
remaining commodities would be increased. ; 

In truck transportation the element of constant expense is usually so 
small that for some types of cases its existence can well-nigh be 
ignored.** In rail transportation its importance is much greater and any 
treatment of the constant costs takes on substantial significance. Where 
a showing of the comparative cost of performing transportation service 
in different geographical regions is in issue, the constant or fixed ex- 
penses must of necessity be included as otherwise the picture of relative 
costs would be incomplete. Where cost comparisons are desired between 
different agencies of transportation, some treatment or recognition of 
the constant costs is usually essential. In division cases and in rate cases 
involving the entire traffic of a carrier the total costs must be taken 
into account. 

Various procedures may be followed in dealing with the constant 
costs. They may, with logic, be eliminated entirely from consideration; 
they may be expressed as a lump sum; or they may be statistically 
apportioned to the study: traffic on one or another basis for purpose of 
analysis and comparison. 

“A. T. Hadley, Railroad Transportation (1900), pp. 109, 261. 

# As a practical matter the establishment of the proper level of a rate on Commodity 
F is substantially a matter of traffic judgment with but little opportunity for experiment, 
at least over short+run periods. 

“In terminal switching cases or drayage cases rate differentiation based on demand 
(value-of-service) considerations is frequently absent, rates being set on a flat amount 
per car, per ton, or per 100-pound basis. Any differentiation in rates (by zones or 


weight of shipment) is limited to that justified by cost considerations, 
At least insofar as the constant portion of the operating expenses is concerned. 
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If the constant costs are eliminated entirely, or treated as a lump 
‘sum, it may be difficult for the rate maker to grasp, even within broad 


limits, the extent to which they are present in the operation and must — 


‘be allowed for in fixing rates. There is also the problem that cost 
studies which deal with the out-of-pocket costs only tend to be viewed 
with suspicion and distrust. This latter condition probably springs 
in part from the Court dicta in Northern Pacific Railway Company vs. 
: North Dakota“ to the effect that “the outlays that exclusively pertain 
to a given class of traffic must be assigned to that class, and the other 
expenses must be fairly apportioned. It may be difficult to make such 
an apportionment, but when conclusions are based on cost the entire 
cost must be taken into account.” _ 

The observation by the Court that it may be difficult to apportion 
fairly the unassignable (constant) costs is a masterpiece of under- 
statement. The position of the Court in this case has frequently been 
interpreted as meaning that a rate fixed by a regulatory body must, to 
avoid confiscation, cover not only the assignable or out-of-pocket costs 
but also some more or less arbitrary apportionment of the constant 
costs. But as economists have hastened to point out, the effect would 
be to give the constant costs a significance in law which they do not have 
either in economics or in the day-to-day processes of rate making.“ 

Generally speaking, it appears more helpful than otherwise to pro- 
vide for some showing as to the constant costs. A common practice.in 
cost studies is to apportion the constant costs on the basis of the 
‘directly assignable expenses. It is the simplest method of procedure, 
and, where the output consists of unlike products, it may be the only 
method available. If the conStant costs are relatively small, and the 

.. nature of the treatment fully understood, such a procedure may serve 
the purpose. However, in transportation this basis results in the appor- 

236 U.S. 585, 596 (1915). : 

“ Although the Court stated that (as to operating expenses, general expenses, and 
taxes) it found no basis for distinguishing between the so-called “out-of-pocket” costs and 
other outlays which are none. the less actually made because~they are applicable to all 
traffic instead of being exclusively incurred on the traffic in question (236 U.S. 597), 
the Court nevertheless went on to point out that the legislature is not bound to fix 
uniform rates for all commodities or to secure the same percentage of profit on, every 
sort of business. Factors to be considered included differences in the articles transported, 
risk and value of service (pp. 598-599). It may be observed, however, that value of 
service cannot be a factor, in rate making without being a. factor in the apportionment 
of the constant costs, the latter being the only costs left after.one disposes of the 
directly assignable expenses. The Court, however, seemed to treat rail profits not only 


as something apart from costs but as the only elements as to which the factor of value 
of service can come into play? But rail profits (or costs of capital) are in the ‘long 


run no different from any other costs that must be recovered if the service is to have. 


long-run survival value, except possibly that a larger proportion of such costs is in 
‘ the overhead group than is true for operating expenses generally. Such a narrow interpreta- 
tion of the scope of demand or.the value of service in rate making could serve to unduly 


- limit raté differentiation. 
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tionment of a relatively large amount of the constant expenses to ship- 
ments as to which the out-of-pocket cost per hundred pounds is high. 
Conversely it apportions a relatively small amount to shipments as to 
which the out-of-pocket cost per hundred pounds is low.*® 

The result is a showing of the fully distributed costs per hundred 
pounds for two shipments, one large and one small, which differ by an 
amount greater than the difference in their out-of-pocket costs; i.e., 
the costs differ by an amount greater than can be supported by any dif- 
ference in the physical conditions surrounding their movement. The 
result is to exaggerate the savings which would accrue to the carrier 
as a result of a shift from small shipments to large shipments.*® 

An alternative procedure is that of giving the constant costs a pro 
rata distribution over all revenue units of traffic handled. An equal 
contribution to constant costs is apportioned per revenue unit of service 
performed. The constant expenses which are incurred in terminal opera- 
tion and which are unrelated to the length of haul are distributed over 
the revenue units in terminal service, i.e., revenue tons originated and 
terminated; while the remaining expenses which are related to the 
length of haul are distributed over the revenue units in line-haul serv- 
ice, i.e., revenue ton-miles.” 

An important characteristic of the pro rata ton and ton-mile method 
of distributing the constant costs is that it limits the difference in the 


48 The results cannot be reconciled with the fact that, from a cost-of-service standpoint, 
there is no justification for apportioning any more of the constant expense to any one 
revenue unit (ton or ton-mile) than to any other revenue unit in setting up comparative 
cost figures. This follows from the fact that no relation exists between the constant 
costs and the amount of work performed in handling the traffic. If there were a relation 
between these costs and the amount of work performed, or the manner of handling 
the traffic, the costs obviously would ‘not be constant. 

-9 The thought has sometimes been advanced that a relatively high out-of-pocket 
cost per hundred pounds is usually accompanied by a correspondingly high value of 
service or ability to pay and that, therefore, the dollar apportionment of the constant 
costs gives effect to value-of-service or demand considerations. The counterpart in 
industrial or commercial price fixing is the distribution of the “overhead burden” through 
a uniform percentage mark-up over the direct costs. (However, mark-ups made by 2 
business establishment often vary substantially between different lines of goods handled.) 
The result is not strictly cost. Rather it is a combination of the direct cost plus an 
arbitrary apportionment ofthe overhead using the direct cost as a rough measure of 
the consumer’s ability to pay (intensity of the demand) where experience may have 
shown such procedure to be workable. The principle that high out-of-pocket costs 
are accompanied by a high ability to pay and low out-of-pocket costs are accompanied 
by a low ability to pay may work, after a fashion for some commodity groups but may 
fail badly as to others. The principle has too many exceptions to make it one which 
can be relied upon in all cases. Factors governing costs, such as the size of the shipments, 
density of the commodity, and the length of haul are not necessarily measures of the 
value of the service or the conditions of demand which may vary as between commodities, 
directions of haul, lengths of haul, and market areas. The element of demand should 
be considered on its own merits. 

In cost exhibits prepared by the Cost Section of the Interstate Commerce Com- 
mission the figures resulting from both methods of treating the constant costs are often 
given in addition to a showing of the out-of-pocket costs, I.C.C. Statement 4614, p. 29. 


, 


460, AMERICAN ECONOMIC ASSOCIATION | 


fully distributed costs for any two shipments or commodities hauled 
a given distance to the difference in the added costs incurred .in their 


handling. Also; the results are divorced from any influence of value-of-" 


service considerations. This latter is important where the extent to 
which noncost considerations have entered into rate making i is a matter 


_ of interest. 


‘If rate discrimination or differentiation i is defined as differences in 
rates not explainable by cost considerations, the effect of superimposing 
a pro rata distribution of the constant costs on the variable costs.is to 


_ show the “charges” which would exist in the absence of differential 


charging or discrimination. 

- As Wallace puts it, “discrimination involves charges for different 
units of service which stand at unequal heights above the respective 
amounts of extra expense caused by the-provision of each of those units. 
This means that when each of two ton-miles contributes by itself alone 
a different amount to revenue over and above extra expense, discrimina- 
tion is Present. oe 


By comparing the actual revenues with the fully distributed costs, 


the constant costs being apportioned on a ton and ton-mile basis, an 
appraisal can be made as ‘to the direction and extent of the influence 
which demand considerations apart from cost considerations have had 
in making a rate. 

Comparisons of this nature made in 1939 ovel, for example, that 
faking the country as a whole the products of agriculture, the products 
of mines, and the products of forests generally moved at rates which 
were 10 to 20 per cent below their fully distributed costs; that is, 
they moved at rates which, ton-mile for ton-mile, made a less than 
average contribution to the revenue needs over and above the extra 
expense they incurred.” They moved at rates which were 10 to 20 
per cent below what they would have been if no rate differentiation 
were present. Manufactures and miscellaneous, on the other hand, 
moved at rates which averaged 20 to 30 per cent above their fully 


‘distributed costs; that is, ton-mile for ton-mile they made a greater 


than average contribution to revenue needs over and above the extra 
expense they incurred. As indicated in the explanation to Chart III, 


* “Joint and-Overhead Cost and Railway Rate Policy,” Quarterly Journal of Economics 
(1934), Vol. 48, p. 584. Wallace points out that discrimination is here employed in the 
sense made familiar by Professor Pigou. Locklin defines differential charging or dis- 
crimination as “differences in rates not justified by differences in cost of service. y 
Economics of Transportation (1938), pp. 145-146. Hadley states “a difference in rates 
not based upon any corresponding difference in costs constitutes a case of discrimination.” 
Railroad Transportation (1900), p. 108. The term discrimination as here used does 


`, nót, of course, have the connotation which is associated with the terms “unjust dis- 


crimination”? or “unreasonable discrimination.” 
™ Senate Doc. 63, 78th Cong., Ist sess., Appendix G Table 2. 
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such percentages do not themselves indicate whether a rate is too high 
or too low. They serve only as a point of departure in an analysis of the 
influence of demand in the making of rates. 


VII. Conclusions 


The significance of cost of service as opposed to value of service 
in rate making may be briefly summed up as follows: -Cost-of-service 
considerations go principally to the apportionment of the (long-run 
variable) costs.” Value-of-service or demand considerations go to the 
apportionment of the constant and joint costs. 

The assignment of the variable costs is fundamentally based on the 
relative use which the traffic in question makes of the carrier’s plant 
and facilities. The apportionment of the constant costs is fundamentally 
based on a weighing of the effect which the rates themselves would 
have upon the movement of the traffic and the carrier’s revenues. Of 
far-reaching significance in this latter connection has been the recogni- 
tion and application of the principle that by reducing the rates on 
traffic having expansible (elastic) traffic volume, the contribution to 
the constant costs or revenue needs can be increased, within limits, 
beyond that attainable by limiting rate differentiation strictly to cost- 
of-service considerations. 

8 Cost analysis usually includes, in addition, a determination of the amount and 
extent of the constant and joint costs present in an operation plus an apportionment 
of these expenses for purposes of analysis and comparison. Where, for purposes of tariff 
simplicity or by custom, the value of the service is assumed to be equal for all revenue 
units of traffic handled (such as in fixing local cartage rates per hundred pounds or 


rail switching rates per car), the fully distributed cost itself furnishes a direct guide 
to the rate. 


SOME PROBLEMS OF POSTWAR AIR TRAN SPORTATION 


By Wittram' N. LEONARD 2s 
Rutgers University 


. Characteristics of the Present Period 


The present period of growth of commercial ait transportation cannot - 


be described as a reconversion to previously established patterns of 
service, since air transportation is too young and flexible to have a 
mold already cast for it. It is rather a period of rapid and strenuous 


development of new services and new markets. A war-accelerated tech- 
nology and a war-retarded market offer apparently limitless oppor- 
‘tunities for expansion, but at the same time pose numerous and vexing 


problems for the industry and for government. In no other field-of 


transportation is there so much promise for the future, or so much un- 
certainty in the present. 
‘Neither expert “insiders” nor expert “outsiders” can tell with exact- - 


ness where the air transport industry is heading. As illustration of 
apparent confusion on the inside, contrast the much publicized state- 


_ments of-Mr. C. R. Smith, Chairman of the Board of Directors of 


American Airlines, to the effect that the industry’s chief task in the 
passenger field is to provide mass service at low fares, with the con- 
tention of Mr. Ralph Damon, President of American Airlines, in, a 
recent folder on passenger policy: “When we think of ‘mass’ or ‘volume’ 
transportation we think of street cars, subways, and buses. We are 
not, and will not be, in that business.”? As evidence of the changing 
attitudes of outsiders—expert and other—with respect to air trans- 
portation, in the 1946 stock market airline securities fluctuated more 
widely than those of any other industrial group, and at the close of the 
year averaged little moré than a third of their highs made last spring.’ 
Probably the shortest way of describing the current situation of the 
twenty domestic airlines is this: Net revenue from operations, 1945— 


` $42,398,691; net revenue from operations, 1946—$4,788,317.* 


Passenger Capacity 


Whether or not conimercial aviation intends to serve a mass market, 
there is no question that it is acquiring a capacity adequate for the 
purpose. As of December 15, 1946, certificated airlines had in domestic 


*“What This Country Needs. Is a Good Three-Cent Airline,” Saturday Evening Post, 
October 20, 1945. 
* Passenger Service Policy (American Airlines, Inc., September, 1946). 
? The stock of one major airline fell from 71 to 18, a drop of 74%. The Dow-J ones 
average for all industrial stocks declined only 28%. 
* Figures for twelve months ending September 30, C.A.B. Report 2780. 
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operation 655 planes of all types and for the year as a whole carried a 
traffic estimated at more than 6 billion passenger-miles.” This figure 
compared with 3.5 billion passenger-miles in 1945 and 1.4 billion in 
1941. In addition, these airlines had on order 350 million dollars of 
new equipment, some of which will replace but much of which will 
supplement existing capacity. As yet there is no haste to replace the 
DC-3 aircraft, many of which have been in service nine years or more, 
one reason being that there is no effective substitute for trips of short 
and medium length—until the Martin 202’s and 303’s and the Con- 
vair (Consolidated Vultee Aircraft) 240’s are delivered. But assuming 
that one-half the DC-3 fleet has been retired by 1948, and making 
certain other assumptions with regard to the seating capacity, utiliza- 
tion, speed, and performance of the new planes, the airlines will have 
enough equipment in operation by the end of 1948 to provide 21 billion 

passenger-miles of service, at an average load factor, or ratio of oc- 
` cupancy, of 60 per cent.® 


ESTIMATED PASSENGER CAPACITY OF DOMESTIC AIRLINES, 1948* 


Annual 
Speed Passenger-Miles 

Plane Type Number Seats (Miles/hr.) (billions) 
Douglas DC-3 ` 267 21 160 1.68 
Douglas DC-4 273 48 205 4.79 
Douglas DC-6 113 50 250 2.62 
Constellation 114 48 240 2.51 
Martin 202, 303 239 38 240 4.26 
Boeing-377 45 65 - 275 1.62 
Republic Rainbow 26 45 325 71 
Convair-—240 145 38 240 2.45 
Convair-37 3 150 270 .23 
Total Capacity 20.87 


* Source of data: Air Transport Association of America. 


While some of these orders for new equipment may be canceled, prob- 
ably not all orders have been recorded. Nor do these figures include 
the additional domestic capacity provided by newly-certified and non- 
scheduled carriers. 

This over-all capacity of 21 billion passenger-miles must, of course, 
be split between domestic and international operations. As of De- 
cember 15, 1946, United States airlines had 161 planes in foreign 


5 Airlines’ Year-End Review (Air Transport Association), December 26, 1946. 

It is assumed that all Boeing 307’s will have been retired by 1948. Seats per plane, 
which may be varied to suit individual companies, have been averaged between domestic 
craft, those engaged in foreign commerce which carry extra crew and gas and fewer 
passengers, and sleepers. Speed, block-to-block, or while the airplane is in operation on 
the ground and in the air, is based upon plane specifications adjusted for the probable 
type service in which the plane will be used. Average utilization (daily flying hours) is 
expected to be nine hours a day, and performance (miles flown of miles scheduled), 
95%. Load factor is the ratio of passenger-miles to seat-miles flown. 
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‘operations, capable of producing about one-fourth as much service as 


the planes operated within the country. Assuming that this four-to-one 
ratio of domestic to foreign operations will continue, by the end of 
1948 domestic air carriers will be able to provide roughly 16.5 billion 
passenger-miles , of service within the country mg 4.5 billion passenger- 
miles in international operations. 


The. Problem of Excess Capacity 
It is interesting to compare this domestic capacity of 16.5 billion 


passenger-miles at a 60 per cent load factor with previous estimates of- 


air travel. Dr. Edward Warner, while serving as Vice-Chairman of the 
Civil Aeronautics Board, estimated that at a fare of four and a half 
cents a mile, airlines could expect to receive 6.5 billion passenger-miles 
of traffic; at four cents a mile, 8 billion passenger-miles; and at three 
cents a mile, 12 billion passenger-miles.* The Curtiss-Wright study® of 
air transportation forecast 7 billion passenger-miles by 1950. Dr. 
Lewis Sorrell, Director of Research for the Air Transport Association 
of America, expects air travel to equal the volume of rail Pullman 
business by 1950, with the airlines carrying from 6.5 to 9.7 billion 
passenger-milés.° If a fare of two and a half cents per mile were placed 
in effect, A. E. Raymond, Vice-President, Engineering, Douglas Air- 


” craft Company,” calculated maximum domestic air travel at 14 billion 


passenger-miles. 
These forecasts are recited, not to show how hazardous predictions 


in air transportation may be—though it is a fact that whether the 


prophet uses a straight-line growth curve, a second-degree parabola 


- fitted by the method of. least squares, a Gompertz curve, or an ouija 
‘board, his result is pretty much guesswork—but to indicate the extent 


to which air passenger capacity available by 1948 exceeds estimatcs 
by expert observers of the 1950 passenger market. It is entirely possi- 


ble that the airlines may advance the travel clock by several years, but `, 


there are good reasons for thinking they.cannot do so. 

* How will the airlines meet the probable situation of excess capacity? 
To permit load factors to drop below the 60 per cent level, which is 
roughly the prewar level of occupancy, would sharpen the financial 


. distress of carriers which have purchased equipment on the basis that 


it would produce a modest profit at 60 per cent occupany—and this at 


- "Edward .Warner, “Where Next?” Air Transport, September, 1944, pp. 32-37. 


McDonald and Drew, Air Transportation in the Immediate Postwar Period (Curtiss- ` 


Wright Corporation, March, 1944), p. 10. 


*Lyon and Sorrell, Prospects and Problems in Aviation (Chicago Association of * 


Commerce, 1945), pp. 67-81. Sie 
= Ibid., pp. 49-56. ` ` 
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early 1945 price levels. (Some airlines now estimate they require 70 
to 75 per cent load factors to “break even.”’) If utilization is reduced so 
as to maintain load factors at 60 per cent, not only are the earning 
potentialities of new equipment lowered, but a desirable high fre- 
quency of service along well-traveled and competitive routes may be 
lost. If the industry is presented with this problem several years hence, 


as I believe it will be, cost analysis will probably favor the reduction - 


of utilization in order to support load factors, but the competitive zeal 
of airline managements may dictate a different policy. 

Further reduction of fares is essential to the development of a mass 
market, and the public has been led to expect such action, but rising 
costs and current poor earnings may postpone rate cutting. Recent 
airline profit and loss statements indicate that passenger fares may 
have been reduced prematurely,“ and several carriers have already 
applied for half-cent increases from the present level of four and a half 
cents a mile. Attempting to fill up empty seats by rapid and drastic rate 
reductions would indicate only a morbid desire to commit hara-kiri on 
the part of airline executives, who have merély to look for ominous 
precedent at railroad experience in the latter years of the nineteenth 
century. 


Quality of Service 


More promising avenues of approach to the problem of excess 
capacity lie along the lines of over-all development of the market for 
air travel and the trimming of costs. Mr. Damon’s statements on air 
passenger policy emphasized the personalized and luxury concept of 
service traditional with the airlines. This service is today characterized 
by swank downtown ticket offices, plush and roomy airplane accom- 
modations, meals aloft, an elaborate system of baggage handling, and 
other special services. “Day coach” service of the future, as envisioned 
by C. R. Smith, contemplates the elimination of these ‘frills, perhaps 
even of the airline hostess. But those who prefer personalized service, 
de luxe interiors, extra speed, sleeper accommodations, and the like, all 
of which involve added expense, could have them—at a price. Airlines 
have available to them in new equipment a wide variety of interior 
layouts,” as well as different ranges of engine power and aircraft speed. 
These things make possible a flexibility of service not matched by any 
other carrier and enable the airline to tap all sections of the intercity 
travel market. 


“The fact that the reduction was brought about in part by the desire of a major 
carrier to escape the wartime excise profits tax encourages this conclusion. 

“For example, the interior of the Boeing Stratocruiser (B-377) can be adapted to 
carry any number from 50 to 110 passengers. 
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Average Trip Length 
In the initial postwar period airlines are apparently EE 


on the development of the long-distance travel market. Most of the - 


newer models in service as well as those on order operate most eco- 
nomically at distances of from 1,000 to 2,000 miles. Even the Martin 
and Consolidated Vultee planes which are intended to replace the 
DC-3’s are most efficient at a range of about 400 miles, as compared 
with the DC-3’s most effective range of 250 miles. There is no doubt 
that the new planes will adequately serve the needs of long-distance 
and intermediate travel. But what of the short-haul market? Prewar 


surveys of the Civil Aeronautics Board indicated that nearly one-half of. 


all air travelers flew less than 250 miles, though they accounted for only 


_ 20 per cent of the passenger-miles.** Three-fourths of all passengers 


traveled less than 450 miles, accounting for 40 per cent of all passenger- 
miles. With present aircraft and local conditions, especially at airports, 
domestic airlines may not feel that this short-haul business is profitable. 


. But-they cannot afford to ignore it if they seek to generate mass trans- 


portation and maintain load factors. 


The Problem of Safety 
The most promising means of strengthening public demand for air 


. travel is the improvement of safety. A poll taken several years ago” 


indicated that 25 per cent of those who gave reasons for not traveling 


"by air listed fear of accident as the principal deterrent. Although the 


airlines are making progress in the field of safety and have within the 
past year reduced fatalities relative to traffic—fatalities averaged 1.2 
per 100 million passenger-miles compared with 2.2 in 1945—\the abso- 
lute increase of air accidents serves to give the public an incorrect 
impression of safety, no account being taken of. the greater number of 


planes now in the air. Continual publicity of the actual facts of safety. 


iš essential, as well as renewed effort. to overcome Hight hazards. 

A large number of air accidents have recently occurred in the opera- 
tion of new planes, notably the Constellation and the DC-4. It is 
claimed that planes due to be delivered in 1947 will be safer, but those 
familiar with past models insist that it requires considerable time and 
experience before aeronautical defects are overcome. Though faulty 
construction of airplanes has been a commoa cause of accidents, in a 
large number of cases the operator has been responsible. The drive for 
added safety in the air must consider the advisability of increasing 
flight testing of new aircraft before the planes are delivered,” and also 


* C.A.B. Air Trafic Surveys, September, 1940, and March, 1941. 


“ Tomorrow’s Customers for Aviation (New York: Crowell- Collier Publishing Com-. 


pany, 1944). 
"In this connection, it might be worth while to point out that the Army Air Forces 


“had an elaborate procedure for flight testing military aircraft which had remarkable 
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the possible advantages of lengthening the training and check-out time 
of crews on the new equipment. Without question the technical com- 
plexity of the modern airplane necessitates more specialized training 
than ever the DC-3 required, and the haste of airlines to place new 
equipment in service should not be permitted to cut short the training 
period of necessary operatives. 


Schedule Regularity 


Delay can be as damaging to air travel as danger. Why plan a four- 
hour air trip in place of a twenty-four-hour train trip if the flight may 
be postponed for twenty-four to forty-eight hours? Why plan to fly- 
from Boston to Washington when the flight may go as far as Baltimore, 
find the weather closing in, and drop the passengers off at New York 
or return them to Boston? Some of the same devices designed to im- 
prove safety will also assist schedule regularity. Progress in blind land- 
ings and effective traffic control has been made through the recent 
installation of the Civil Aeronautics Authority’s instrument landing 
system, which uses a localizer and glide beam to guide the pilot, but 
pressure has developed for commercial use of the army’s ground control 
approach system. Employing radar and high frequency radio, the latter 
is said to permit landings even when the ceiling drops below 200 feet 
and visibility narrows to half a mile.** Despite budgetary limitations, 
the Civil Aeronautics Authority is now experimenting with the ground 
control approach system at three stations, New York, Chicago, and 
Washington. All-weather flying will be further assisted by new anti- 
icing equipment, and it is hoped that the use of FIDO, the British 
fog-lifting device, will be found commercially practicable. 


The Airport Problem 


The weakest links in our national system of air transportation are 
our airports, which daily grow more congested. Part of the responsi- 
bility will have to be laid at the door of airline managements who, 
despite familiarity with the airport situation and municipal shortcom- 
ings, have multiplied planes and schedules so fast that air terminals and 
fields cannot possibly cope with the traffic. Companies have been com- 
pelled to disperse service in some metropolitan areas through the-use 
of several airports, with consequent duplication of ground forces and 
facilities and added difficulties in scheduling and connections. Con- 


success in working out defects of initially bad performers, such as the Boeing Superfortress. 
Such testing is expensive and beyond the capacity of a single airline or of a single 
manufacturer working on a commercial contract, but collectively airlines, manufacturers, 
and government could create a testing organization which could get more of the “bugs” 
out of new planes before passengers are taken aboard. 

**Radar and high frequency radio will also lessen danger of collision along airways 
whose use is increasing daily as commercial schedules are augmented. 
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gestion has become so great at’ some terminals that it is impossible as" 
well as unsafe!) to add schedules during certain hours, compelling air 


carriers to resort to less desirable departure times or inferior airports, -, 


with consequent loss of revenue and public esteem. 

The airport problem is varied and complicated and certainly beyond ` 
the scope of this paper, but one or two remarks may be appropriate. Of 
the 500 million dollar federal aid program, Congress has appropriated 
only 45 millions for the first year of development, and most of this sum 
has gone to the larger cities. In view of present building costs, this 
program can only scratch the surface of airport’ needs and will still 
leave many smaller cities without airports for some time to come. 
Another factor which causes concern is the tendency to go farther and 
farther away from downtown areas in the development of municipal 
fields, seriously curtailing the advantages of air transportation in short 
and intermediate hauls. Centrally located tracts are generally beyond 
the reach not just of municipal budgets but also of a city’s zoning 
authority. Even at a distance from the downtown area, it may be diffi- 
cult to assure clear approaches, and with the growth of the number, 


size, and speed of aircraft, the approach problem is many times mag- ' 


nified. Especially helpful in this connection would be the adoption by 
Congress of the federal zoning law," which would expedite the local 
handling of obstructions or the enactment by all states of the-CAA’s 

model zoning bill. The fact that more than half of all air accidents 
occur on landing and take-off and that physical obstructions are’ fre- 
quently involved, is an added reason for a vigorous attack upon tie 
` zoning problem. 

Development of Foreign Routes 

Faced with serious obstacles to the intensive cultivation of the 
” domestic travel market, especially at important terminals, airlines are 


expending ‘their energies more and more in other directions. Applica-- 


tions have been filed with the Civil Aeronautics Board for extension of 
routes overseas, to major domestic terminals, to intermediate and 
alternate poirits: along main lines, even to small cities. In fact a chart 
of the average carrier’s applications for new service reminds one very 
much of a central switchboard during peak operations.** 
_ Undoubtedly, the most notable expansion of domestic airlines has 
occurred in the foreign field. As the result of a series of Board decisions 
"THE R. 1012 78th Cong., 1943), an example of federal legislation, would give direction 
over airport zoning to the Civil Aeronautics Authority, which possesses the-réquired 
technical knowledge, but still leaves municipalities with the responsibility for. enacting 
“suitable ordinances. 
32 Chairman Landis of the Civil Aeronautics Board is reported to have remarked that 
R the Board was tired of carriers concentrating on expansion , while the public poured 


“virulent” complaints into Washington about poor service along tablished routes. 
American Aviation, December, 1946. . 
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over the past two years, American carriers have been authorized to fly 
some 177,000 route-miles internationally (compared to less than 
- - 60,000 miles prewar), and despite geographic, technical, and political 
difficulties, have made remarkable progress in initiating service over a 
large part of this mileage. The length and location of foreign routes 
‘granted United States flag carriers appears below: 


FOREIGN ROUTE MILEAGE or Domestic CARRIERS 








Route Miles 
Carrier —— Location 
Domestic Foreign> 
American Airlines......,... 11,463 9,066° North Atlantic routes to London, Berlin, 
Moscow, and Scandinavia 
Braniff Airways............ 3,933 7,591 Mexico City and South America 


Chicago and Southern Airlines 2,163 3,693 `- Gulf ports to Havana, Venezuela, and 
i Puerto Rico 


Colonial Airlines........... 1,171 1,600 New York and Washington to Bermuda 

Eastern Air Lines.......... 8,055 1,957 Miami—San Juan, Puerto Rico; New 
Orleans—Mexico City 

National Airlines........... 2,630 439 Tampa and Miami to Havana 

Northwest Airlines......... 6,715 14,641 Chicago to Alaska, Tokio and Shanghai 

Pan American Airways...... 101,017 All continents 

Pan American-Grace........ 10,447 South America 

Transcontinentaland Western 8,668 20,850 New York to western and southern 

Air Europe, North Africa, India and 
Shanghai 

United Air Lines........... 11,409 2,400 San Francisco to Hawaii 

Western Air Lines.......... 3,249 1,564 Los Angeles to Mexico City 





® November, 1946. 
> October, 1946. - 
° American Overseas Airlines. 


International service is marked by long flights and for the present by 
low schedule frequency over most routes. These factors create tre- 
mendous problems in the scheduling and utilization of crews and equip- 
ment, in the provision of maintenance, and in the attainment of flight 
regularity. Long flights in varying wind conditions make for arrivals as 
much as two and three hours ahead of or behind schedule. Such flights 
may also be tiring for passengers. In such event, should the plane 
stop and reduce utilization? Or should the airline provide berths and 
thus restrict its pay load? À 

Development of these foreign routes has required and will continue 
to require considerable expenditure on the part of domestic carriers, 
and it may be some time before the money begins to come back. Load 
factors presently operated on routes have not been particularly high, 
and the decision to fix foreign air mail pay at seventy-five cents per 
ton-mile*® did not come up to the carriers’ expectations. Nevertheless, 

In some cases a rate of eighty-five cents per ton-mile has been permitted. At the 


present time numerous air carriers are attempting to have mail pay placed on a plane-mile 
basis in order to Increase the amount of compensation in the face of declining mail loads. 


470 REG a AMERICAN ECONOMIC ASSOCIATION 


; Pay ig ; l 
airlines are pouring planes into overseas travel, and, as. estimated, `- 
~ earlier in this paper, will within two years have enough capacity at 60 `- 
per.cent load factors to handle 4.5 billion passenger-miles of traffic, To © 
_ this must be added the services of airlines of more than thirty fora 
, nations today operating some 150,000 miles.of route. Many of these." 
_ lines are well organized and will be equipped with late model American 5 ; 
and foreign- made planes. At the present time domestic and foreign 
companies are co-operating by bilateral trade pacts and through the 
International Air Traffic Association in maintaining schedule and rate-:+. 
agreements. Should this co-operation break down in future years, how- . 
ever, American flag carriers would have difficulty in holding their own >- 
against the competition of foreign lines benefiting from lower costs 
(particularly labor) and large government subsidies. 

An interesting move calculated to knit together foreign routes of 
domestic carriers has been launched by Pan American Airways, in its . 
application, filed jointly. with its subsidiary, Pan American-Grace Air- 
ways, for approval of an agreement to operate over each other’s routes. 

If this arrangement is approved, a flood of similar charter agreements | 

can be expected which will provide long-range through service, pas- 
” senger and freight, to any point on the globe. Whether or not the Board 

will approve the present application, however, is in doubt, since the 
` reciprocal arrangement is contingent upon Pan American’s obtaining 

- the cross-country routes in the United States for which it has applied. 


Domestic Route Patterns ' 5 


Other air carriers argue that the major arteries of travel in Americà =` 
ı are already well certificated, and quote statistics to show that domestic 
routes now total 90,000 miles as compared with 45,000 miles in 1940. 
In keeping with its duty to promote an adequate air transportation + 
system, the Civil Aeronautics Board has increased the route-mileage 
of all flag carriers, sometimes by the extension of a trunk line to a 
terminal not previously served, or award of an alternate route, but 
more often by amending the certificate of a smaller carrier to permit 
the latter to compete with an established trunk line or to form an 
entirely new intercity route. As the following table indicates, the gen- « 
eral result has been to increase the mileage of smaller carriers at a faster 
` rate than that of the. principal airlines. Smaller airlines have thus 
been placed in a position to provide long-haul service, to take advantage ` 
. of the efficiency of. modern aircraft, and to compete on a more even 
plane with the large carriers. s 
For their part the transcontinental carriers have taken the initiative | 4 
` in réshaping existing route structures.through consolidation so as to 
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Domestic ROUTE-MILEAGE OF PERMANENTLY CERTIFIED AIRLINES 











1940 anD 1946 
Certified Route Mileage Increase 
Carrier _— 
Dec., 1940 Nov., 1946 Miles Per Cent 

11,463 4,620 67.5 
8,055 2,233 38.4 
8,668 2,887 50.0 
WMI) inre sah Satay aa hese kien 5,337 11,409 6,072 113.8 
Branice osi Sede ese coors wie 2,774 3,933 1,159 41.7 
Northwest...........:.ce eee eee eee 2,651 6,715 4,064 153.3 
Pennsylvania-Central.............. 2,641 3,995 1,354 51.3 
Mid-Continent................204- 1,915 3,029 1,114 58.1 
Chicago and Southern.............. 1,421 2,163 742 52.2 
Western... 0... eee eee cece eee 1,400 4,766% 3,366 230.4 
Continental... 2... ccc eee ee eee eee 1,273 2,911 1,638 128.7 

Inland s .6.6c nos sit asa wed acadsees-e 1,132 a 3 
Delta: riroriro da naru a ornak 1,091 3,126 2,035 186.5 
National: esga niro cece eee eee 964 2,630 1,666 172.8 
Northeast. 0.0.0... sursin denea Ead 869 2,109 1,240 142.7 
Colonial... a...n. Boranisi 324 1,171 847 261.4 


a Inland Airlines merged with Western Airlines. 


be in a position to operate new aircraft economically over longer dis- 
tances,” reduce administrative costs, and obtain greater flexibility in 
scheduling. Airlines can now offer speedy nonstop service between 
major points, as well as skip-stop and multiple-stop service. 


Local Service 


Efforts of the trunk lines to enter the feld of local service have not 
‘been signally successful. Although they argue that they have the re- 
sources and experience to develop local and feeder operations, and that 
the chief community of interest of small cities is with larger centers on 
main airline routes, the Board has felt that such operations can best 
be developed by local independent companies. As of January 1, 1946, 
with five of the eleven consolidated area proceedings decided, the Board 
had certified ten local carriers to operate 11,717 miles of secondary 
network. If the Board follows the same policy in the remaining cases, 
more than twenty companies and over 26,000 miles of route will have 
been certified for so-called “local and feeder” operations. Certificates 
are temporary (usually three years), and in the Board’s words, this 
experiment in local service will “permit the development of actual traffic 
experience, nonexistent now, which can be effectively used as a guide 

* American Airlines, Consolidation of Routes (Docket No. 932 et al.), September 23, 
1946. The Board noted that the average stop of DC-4 planes consumed about thirty-five 
minutes of flight time, or the time required for 135 miles of flight with this equipment; 
also that these planes showed increased efficiency as the length of flight extended up 


to 1,200 and 2,000 miles, appearing in the form of increased average speeds and decreased 
direct flight costs. 
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in making any future additions to the service which may be war- 
ranted.”” ‘ N 

Since the Board is also required by the Civil Aeronautics Act to 
authorize operations which are justifiable on an economic basis?? it has 
carefully sifted evidence as to the travel possibilities of local areas, the 
financial resources of applicants, probable costs and revenues under 
rate levels attractive to the public, and the relation between the size of 
carriers and different route patterns to unit costs of operation, but the 
results do not provide much basis for optimism. Many of the advan- 
tages of air transportation are lost in giving service to the small-city, 
short-haul market where the value of speed is greatly diminished and 
costs increase. The situation of these “feeder” routes is not made 
brighter by the fact that airports at some of the designated points will 
not permit service at the present time, nor is there yet available to the 
operators equipment specially adapted to use on feeder lines. It is 
apparent that some of the applicants in these cases regard the local 
service certificate as a springboard for entry into trunk-line operations, 
and in several instances, local operators have been permitted to con- 
duct unrestricted shuttle service between adjacent points on their line, 
where they are in fact competing with existing trunk lines.” One mem- 
ber of the Board, somewhat fearful of the financial results of operation 
over these secondary routes and of the mail pay which may be required 
to keep local operators in business, has suggested that, in future de- 
cisions, the Board create a few somewhat larger systems, and also de- 
termine the extent to which trunk-line carriers can perform local serv- 
ices efficiently and economically.** 


Nonscheduled and Charter Carriers 


Approximately 500 nonscheduled passenger carriers are registered 
with the Civil Aeronautics Board, and approximately 350 in the pas- 
senger field. The availability of surplus equipment, the release of men 
from the flying forces, the inability of scheduled airlines to meet de- 
mands for air service are among the forces contributing to the mush- 
room growth of contract carriers. By action of the Civil Aeronautics 
Authority, effective August 1, 1946, these carriers are now subject to 


2 Rocky Mountain States Area Case (Docket No, 152), March 28, 1946. 

Section 410 (d) (1) of the Civil Aeronautics Act requires that “the conditions 
surrounding the operation of any service receiving a certificate should be such as to 
justify an anticipation that commercial revenues will show a continuing tendency to 
increase, with a consequent progressive decrease of the carriers dependence upon the 
government for financial support.” 

= Pioneer Air Lines, Inc. (Docket No. 2057) and Texas-Oklahoma Case (Docket No. 
337), November 14, 1946. 

oo of CM. Young, Texas-Oklahoma Case (Docket No. 337), November 14, 
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safety regulation, but the extent of economic regulation which should 
be applied is still a problem. In all likelihood a new version of Section 
292.1 of the Civil Aeronautics Regulations, which provides specific 
exemptions for nonscheduled operators, will soon be promulgated. 
Under fire at present dre the provisions that a carrier is not non- 
scheduled if it operates more than ten round-trips per month between 
the same two points for two consecutive months, and the lack of dis- 
tinction between nonscheduled freight and passenger operations. 

How much of the recent growth of nonscheduled service is of a per- 
manent character cannot be told. A Department of Commerce study 
indicates that 252 nonscheduled and charter operators flew only 1.6 
per cent of the passengers and 1.8 per cent of all air passenger-miles 
during May and June, 1946.7 Although their fares were roughly equal 
to those of scheduled airlines and plane-mile costs were lower during 
the months surveyed, if the certificated carriers can reduce indirect 
costs as they increase their capacity and coverage of the nation, they 
can expect to whittle down still further the proportion of traffic of. 
nonscheduled operators: Better planes, greater utilization, more ex- 
perienced personnel, organizational strength, and high schedule fre- 
quency (including the use of extra sections to regular flights) are 
among the factors favoring certificated carriers. On the other hand,’ 
there are limits to the penetration of the nonscheduled market by the 
airlines, the limits being imposed by small airports, low aircraft utiliza- 
tion, and the need for highly specialized services. 


The Problem of Indirect Costs 


Rather than dilute their earning power with extensive and marginal 
operations, airlines should make a concentrated attack on bringing 
costs down. Within the past two years direct costs have soared partly 
as the result of wage increases in the industry, but also because of 
mounting prices for fuel and materials and the high depreciation rate 
of new expensive flying equipment. Even more astonishing has been 
the growth of indirect operating costs, which before the war equaled or 
were slightly less than direct costs, but now come to more than 60 per 
cent of all operating expenses.” Such items as ground operations, 
maintenance and depreciation of ground equipment, passenger service, 
traffic and sales, and general and administrative expenses have grown 
at alarming rates. Significant also in the picture of overhead costs is 
the rise of long-term debt from the negligible figure of 460 thousand 

5 “Domestic Transportation,” Industry Report of the Transportation Division (Bureau 
of Foreign and Domestic Commerce, Washington, D.C., August-September, 1946). 
In 1939, indirect costs were 48% of total operating expenses; in 1941, 50%; in 


1944, 63.7%; in 1945, 61.7%; and are estimated at 60% for 1946. From C.A.B. Report 
No. 2780. 
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dollars in 1942 to more than 100 million at the present ie with 
further increases still to come. 
The future economic position of the industry depends to a great 


' extent on its ability to bring indirect expenses back tu prewar pro- 


portions. Numerous ways have been suggested to accomplish this objec- 


„tive, some of which are worth emphasizing here: 


1, Unified air terminal operations, both within the terminal and on 


. the field. Considerable waste now results from each carrier’s having its 


own ground crews, platforms, ramps and other ground equipment, 


` separate meteorologists, passenger and ticket agents. 


2. Trimming the frills of passenger service. For example, meals, 


‘reputed to cost the airlines $1.10 each, could be eliminated in all but 
‘de luxe long-haul flights. 


3. As load factors drop, the elimination of reservations except on 


- de luxe flights. 


4. Streamlining of ticketing arrangements, with more tickets being 
sold at airports and a de-emphasis of costly downtown ticket offices. 

5. Baggage handling by passengers except in -deluxe service. 

6. Interchange of equipment, reciprocal operating agreements. 

7. Consolidation. : 
p= Consolidation 

ln the ettort to expand aviation services to meét. swollen Lraffie de- 
mands, co-operation and consolidation between carriers have been 


largely forgotten by the airlines. The company loyalty and competitive 


outlook of airline managers, if anything, surpass the individuality of 
railroad management. Not a single agreement providing for interchange 
of equipment now exists, although Transcontinental and Western Air 
and Delta have applied for approval of an equipment interchange at 
Cincinnati. Progress i in consolidation over the past five years has been 
relatively slight in comparison with the over-all growth of route mile- 
age. Three acquisitions—that:of Marquette Airlines (563 miles) by 


-T.W-A., Mayflower Airlines (125 miles) by Northeast, and Inland 


Airlines (1517 miles) by Western—represent the sum total of con- 
solidation activity. Although L. Welch Pogue, former Chairman of the 


_ Civil Aeronautics Board, recommended in a dissenting opinion that 
_ Pennsylvania-Central and Northwest Airlines be merged, the Board 


majority extended Northwest from Milwaukee to New York.” The 
application of American Airlines to take over Mid-Continent Airlines 
was recently refused.on the grounds that the two systems were uncom- 
plementary, and that the tangible benefits of the proposal did not offset 
injuries to other airlines resulting from diversion of traffic and loss of 


` " Northwest Airlines Case, 6 CAB. 217 (1944). 
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connections.” While the Board was apparently on firm ground in this 
decision, it is hoped that it will follow an examiner’s report recom- 
mending consolidation of Pennsylvania-Central and Northeast Air- 
lines.” This proposed merger is only one of a number of promising 
combinations in the air transport industry. 


Who Shall Handle Air Freight? 


The general shape of things to come in air freight operations is even 
more obscure than the outlines of future passenger service. Air freight 
was originally carried by scheduled airlines on passenger flights to- 
gether with mail and express, but unlike other traffic, could be held 
over and accumulated for later flights. With the high passenger load 
factors and heavy mail loads of the war, the airlines began special all- 
cargo flights on which freight was handled, but these flights have been 
reduced in number within the past year. Major airlines have also con- 
tracted for special planeload shipments, more or less experimentally. 
` Most freight at present is being carried in contract operations by the 
so-called “nonscheduled” operators. Reports indicate that five operators 
organized in the Independent Airfreight Association now have fifteen 
planes in service and handled 3,700,000 ton-miles of freight in Novem- 
ber, 1946. These operators account for an estimated 55 to 60 per cent 
of all freight handled in nonscheduled service. A single contract carrier, 
Slick Airlines, is now reported to be carrying more freight than all 
certificated airlines combined. 

The question of who is entitled to perform freight service is now be- 
fore the Board for review in the Airfreight case. Nonscheduled opera- 
tors have applied for certification as cargo or cargo-mail common car- 
riers alleging, among other things, that the permission to carry “prop- 
erty” contained in the certificates of the so-called “trunk lines” does 
not extend to freight. The issue has of course been joined by the trunk 
lines. The Board will have to decide some of these knotty questions: 
(1) Should scheduled airlines be allowed to carry freight on passenger 
ships? (2) Can these airlines carry freight in planeload lots in common 
or contract carrier operations? (3) Should nonscheduled carriers, or a 
few of them, have all the freight business, or be allowed to compete 
with scheduled carriers in the freight field? 


How Shall Freight Be Carried? 


9 

So far as costs of offering service are concerned, apparently the 
cheapest means of carrying freight is as by-product on passenger flights, 

3 American Airlines, Inc, Acquisition of Control of Mid-Continent Airlines, Inc. 


(Docket No. 2068), September 27, 1946. 
2 PCA-Northeast Merger Case (Docket No. 2168), Examiner’s Report, August 9, 1946. 
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where practically all direct flight costs are hamak to EEE 

- and mail. Indirect costs of sales and advertising, ground handling and 
` administration are more considerable, but still small relative to expenses 
` for other types of traffic, especially passengers, Pick-up and delivery 
“ service, optional with the shipper, is covered by extra charges. Carry- 
_ ing freight as by-product on combination flights, airlines can probably 
make money at fifteen cents a ton-mile, possibly_at even lower rates. 
With respect to cargo.in planeload lots, however, the situation is not so 


` clear. Nonscheduled carriers argue that there is-no profit at less than - 
. twenty cents a ton-mile with present equipment, and this would seem . 


to be borne out by the large numbers of recent failures in the contract 

carrier field following a rate war which resulted in charges as low as 

“ten and twelve and a half cents a ton-mile. The nonscheduled air 
carriers need limitation of competition in the freight field as much as 

_the scheduled air carriers need the freight business as supplemental 
revenue. 

As freight develops, however, carriage in planeload lots should be- 
come increasingly important. Handling volume freight on passenger 
flights delays schedules, and the accumulation of freight in late after- 

_ñoon and evening hours is such as to require extra freight service, 
scheduled or otherwise. Furthermore, a large part of the freight poten- 
tial consists of perishables requiring temperature control and special 
handling not provided on passenger planes. On the other hand, the 
scheduled carriers have equipment, hangars and facilities, organization 

. and experience useful in freight service, and should not be denied 


the ‘opportunity to develop the potentialities at least of combination ` 


cargo flights. 
Other issues directly involved in the Airfreight case have to do with 
. possible limitations to be imposed upon freight service. For example, 
should airfreight common carriers have fixed routes, general pick-up 
and delivery areas, or be restricted to a particular section of the coun- 
try? Should certificated_areas of operation take into account season- 
. ality of traffic? To what extent is co-operation and interchange of 
equipment desirable in freight service? 

It is not the purpose of this paper to attempt to resolve the points 
at issue in this case. But in the longer run of events it may be found 
desirable to handle freight on a national scale, either by joint action 
of a number of common carriers co-operating through interchange of 


equipment or operating agreements, or, still more likely, by a limited: 


number of common carriers each operating in“all sections of the coun- 
try. The proposal has also been made that a single nonscheduled ir- 


™ Originally some thirty-four nonscheduled freight carriers were. in this case before” 


the Civil Aeronautics Board. This number has now dropped to fourteen. 


TRANSPORTATION AND PUBLIC UTILITIES PROBLEMS 477 


regular-route company be organized by the certificated airlines to 
handle freight in planeload lots.** Such national operation has tre- 
mendous advantages of flexibility, economy, and the offering of effi- 
cient and comprehensive service to the shipper. The transportation of 
freight by air suffers even more than air passenger service from the 
excessive competition of a large number of localized operators. 


National Policy 


This paper has said nothing about the efforts of ship lines and rail- 
roads to enter the field of air transportation, nor the equities, econ- 
omies, efficiencies, and extravagarices of such enterprise. But in the 
present state of the airlines, these endeavors by surface carriers call 
to mind the story of the man who wanted to buy J. P. Morgan’s yacht. 
“How much does it cost to run?” the would-be purchaser asked the 

- financier. Morgan snapped: “No one who has to ask that question can 
afford it!” 

With passenger business not yet on a profitable basis, with the gains 
in express and freight traffic not yet compensating for the large drop 
in airmail volume, airlines are already asking the Civil Aeronautics 
Board for higher mail pay. This brings up the problem of subsidy. 
Should the government continue to nurse the air transport industry 
along, or should this industry be made to stand on its own feet in the 
hard competitive transportation world? Should the taxpayers, in mak- 
ing up the deficits of companies, have to pay a premium for poor man- 
agement and lack of foresight? No, it is time the air industry came of 
age, that it be compelled as well as assisted by enlightened government 
policy to put its house in order. Only by so doing can air transportation 
be made to live up to its very great promise and provide the kind of 
service the public wants at rates it can afford to pay. 

* Congressman Hinshaw, of California, made this proposal to the certificated airlines early 
in 1946. The suggestion was turned down by the carriers because they feared such an 


arrangement would divert freight from combination flights and might bring antitrust 
action against them. 
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DISCUSSION k i ` 


Marvin’ L. Farr: Dr. Ashton’s thoughtful ‘paper offers a fundamental Ni 


approach to the study of the ‘time interval and cost incident to the move- 
ment. of goods and persons, Studies of cost and quality. of service generally 
have been related to the problems of regulation rather than to the evaluation 
and measurement of the economic impact of a more efficient performance 
of transportation service. 

In his discussion of “The Time Element in Transportation” he poses 
three principal questions; namely: 
` 1. Does time, i.e., speed, have economic significance in. transportation 


service apart from other factors such as availability, cost, and- dependability. 


which can be separated out and measured independently? 

2. Why does the time factor have economic significance? 

3. How is the economic importance of time made evident? 
After assuming that the economic significance of time in transportation is 
implicit, he proceeds to recite the economic advantages of increased speed 
in terms of increased value of perishable and style goods, the extension of 
markets, faster turnover of stocks, reduced capital in goods in transit, and 
more stability of the distributive process. He recognizes that the demand 
for speed.is one derived from market conditions which vary as to place, time, 
and stage of industrialization of society. After citing illustrations of higher 
rates paid for greater speed, an upward sloping demand curve is drawn to 
demonstrate that the value of speed can be separated out and measured. 

In considering the production of transportation service, he recognizes that 


-o (here ate economic savings in terms of added capacity but that the increasing ' 


cost of speed beyond a certain point results in a net increase of cost, which 
supports a U-shaped cost curve for a given type of carrier. \ 


I find myself in general agreement with Dr. Ashton’s main thesis. The differ- 


ence in point of view is confined to certain points of emphasis and interpre- 
tation. 

_ I cannot agree with Dr. Ashton that the utility or value of reducing time 
in transit, although variable in amount, is inevitable. Unlike reduction in 
costs, reduction of time in transit does not always have value. Increased 
_ speed may increase the value of perishables at point of consumption but it 
is necessary to relate this to the efficiency of refrigeration, Assuming ideal 
refrigeration, time in transit for some commodities would be of little con- 
sequence. Perhaps a better case can be made for the saving in refrigeration 
costs which speed may make possible. As a matter of fact, a large propor~ 
‘tion of vegetables arriving at our principal perishable markets which once 
arrived in refrigerated cars, now arrive in good condition without refrigeration 
in motor trucks which can provide overnight delivery. Air transportation 
promises similarly to avoid refrigerating costs in the handling of perishable 
cargo. Style goods reaching a “perishable” market at greater speed may indeed 
have their value increased. The extent of markets “for style goods of a given 
producer can certainly be extended because of speed. The economies in pro- 
duction and social benefits of this development are not explained in the 


paper. 
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Fast and adequate communication combined with lower transportation 
costs rather than speed appear to be the, principal factors in the control of 
market supply and stability of prices. The prices of many manufactured and 
semimanufactured goods are administered by the manufacturer and tend to 
vary as to locality of destination, if at all, by the differences in the costs of 
transportation. At present there appears to be little correlation between the 
number of markets accessible to a producing area and the speed of competing 


“modes of transportation. For bulk freight such as perishables, farm crops, 


and fuel, the development of the reconsignment system of the rail carriers 
makes possible a number of accessible markets and the maintenance of con- 
siderable market stability. For some kinds of freight, transportation by rail 
might provide more available markets than the much faster shipment by air. 

The function of storage which in distribution is reciprocal and complemen- 
tary to the transportation function is not adequately recognized in the 
author’s analysis, The receiver of coal at Toledo, Ohio, or Duluth, Minne- 
sota, is indifferent to the speed of transportation from the mines to his locality . 
because of the practice of the carriers of keeping on hand large quantities 
of coal in railroad cars or in stock piles. In the movement of grain and other 
seasonable products of agriculture an important part of the storage function 
is now performed by the carriers, Here we have a conflict of interest in 
speed, as we would have in many other types of freight between the user 
and the producer of transportation. To the user, reduction of lapsed time 
might give a disutility rather than a utility, whereas to the carrier there is 
always an advantage of getting the freight delivered at the minimum practical 
time in order to release equipment. The use of freight cars and vessels for 
storage in some instances may not be in the interest of economy as a whole, 
but to the user of transportation service it may relieve him of considerable 
storage cost. Speed with dependability of service would permit many 
merchants to reduce inventories and reduce capital invested in goods in 
transit. Usually these burdens would only be shifted to suppliers and would 
not necessarily result in a net saving. 
` It should be also emphasized that receivers of freight are interested in speed, 
if at all, which will reduce the number of work days intervening while goods 
are in transit or provide a more convenient hour of delivery. They are not 
willing to pay for increased speed costs which will result in delivery between 
closing time in the evening and the opening time of business in the morning 
or on holidays, Steamship line agents carefully adjust schedules with this fact 
in mind. In passenger transportation there is more flexibility in this matter, 
but the hour of arrival remains an important consideration. 

The direct impact of increased speed, while significant in the advancement 
of economy as a whole through the exploiting of resources, extension of 
markets, division of labor and large-scale production, is hardly comparable 
to the importance of accessibility and lower costs provided by the improve- 
ment of transportation. Dr. Ashton does not make clear whether more speed, 
though at higher costs of transportation, will promote economic welfare in 
terms of greater production and consumption per capita or through increased 
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utility of the present level of production at higher ‘transportation and dis-. 


` tribution costs. Perhaps he has in mind that the result would be a composite 


of the two. In his conclusions“ mention is made of thé effect of increased ` 
‘speed to the situation element in economic rent value. One might wish this’ 


point were clarified by a more complete statement. . 
There is evidence that. most travelers and some shippers are willing to 
pay for speed as well as other quality aspects of service such as dependability, 
pick-up and delivery service, and special in-transit privileges and services. 
Even in passenger transportation -there are contradictory comparisons in 
rates with respect to the advantage of speed. For example, the air fare between 
Wheeling, West- Virginia, and Washington, D.C., is approximately $3.00 


a 


below the railroad Pullman fare, including lower berth, whereas, the flight /~ 


time of one hour and twenty minutes is approximately one-tenth of the rail- 
~ road time. There are many similar comparisons which might be made in 
competition of air and rail service. - ‘ 
` Dr. Ashton refers to the time element as both quantitative and qualitative 
and suggests that it should be considéred as a unit product in measuring 
transportation service. Since the demand-for speed is a derived demand, a 
demand curve would be required for’ each commodity in’ a given market 
situation. Presumably the upsloping demand curve which he presents’ is a 
“composite of many demand curves. The U-shaped cost curve is presented as 
‘a net cost curve for a -railroad carrier, derived after making allowance for 
the economy of increased capacity per vehicle and increasing direct cost of train 
operation. The high cost assigned to lower specds for a rail carrier is subject to 
question as most rail carriers can produce the lowest cost service for a given 
- volume of traffic at low speeds. A different cost curve would be required for 
a change in technology and, as he recognizes, for each mode of transportation. 
evould also question the steepness of the cost curve as it swings upward 
for higher speeds because it is possible through reduction of delays to reduce 


_ the: over-all lapsed time between shipper’s door and receiver’s door without ` ` 


increasing the maximum speed of the vehicle between terminals, By evening 


-out the line haul speed through elimination of steep grades, intersections, etc.,. 


and the reduction of terminal delays, great savings in time may be obtained at 

\ lower cost in producing the service. Scheduled freight train operations which 
in general have come to supplant tonnage train operations have served to 
increase both yard and line capacity of the tailroads. Furthermore, the adop- 

- tion of prior classification in the make-up and movement of trains has greatly 
. reduced the number of terminals where the trains are broken up and switching 
` operations are required. This has served to increase average train speed at 
reduced costs of operation. The Maritime Commission’s studies show that the 

. time lost and high costs of port operations are important, if not the most im- 


portant, obstacles to thé revival of domestic shipping. The prewar port costs of . 


the coastwise lines amounted to 4514 per cent and at present with increased 
stevedoring costs they are approximately 60 per cent of the total operating 


cost. ` : : si Sea 
`The economic gain of increased speed to the carrier does not lie in the 
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direction of increasing maximum route speed of present equipment over the 
existing way or route because of the limitation of the capacity of the equip- 
ment and plant as a whole to permit increased speed. As a matter of fact, a 
carrier tends to set up schedules providing for the maximum practical speed of 
vehicle movement. Rather, it lies in the direction of reducing restricted speed 
areas and in the application of advanced technology and improved methods 
` of construction and operation of power, vehicle, and way to make increased 
speeds possible. Several American railroads traversing narrow mountain 
passes increased way capacity by electrification which permitted higher speed 
of train movement in lieu of investment in additional trackage. 

The major economies of the increased speed are primarily: (1) increased 
capacity of way and vehicles without increasing the extent of the plant in terms 
of number of tracks, size of terminals, and number of vehicles; and (2) re- 
duced labor costs per ton-mile or passenger-mile of transportation performed. 
The speed of general cargo vessels as represented by the C-2 and C-3 vessels 
constructed by the Maritime Commission which are the standard postwar 
vessels, represent an increase in speed of approximately 35 to 50 per cent over 
the standard prewar dry cargo yessels. Some foreign trade American flag lines 
will have the average speed of the fleet increased from approximately ten to 
fifteen knots per hour where C-2 and C-3 vessels are exclusively employed. 

If a steamship line employed fifteen vessels at the speed of ten knots per- 
hour to maintain its prewar schedule involving a 15,000 mile round trip 
voyage and calling at twelve ports, obtains a postwar fleet of vessels which 
can average at least fifteen knots per hour and with no change in port time, 
the same schedule could be performed by ten and one-half ships. This as- 
sumes 40 per cent of prewar time was spent in port. The effect of this increased 
speed is to step up the capacity of each ship to 130 per cent of its prewar 
predecessor. These C-2 and C-3 vessels have substantially greater cargo load- 
ing capacity and require a slightly larger crew. The investment per vessel is 
substantially higher. Although the investment per ton capacity loaded may 
be slightly higher, the number of crew per ton-mile capacity is much less for 
the faster and larger vessels. It is therefore not out of line to expect the faster 
postwar vessel in this instance to increase the earnings per vessel some 30 
per cent. Assuming 60 per cent of average utilization of the ship’s cubic and 
deadweight capacity, and $8.00 per revenue ton as the spread between direct 
cargo expenses and fuel costs and freight rates, it is possible for a fifteen-knot 
ship to earn an added profit of several hundred thousand dollars in one year 
because of the increased speed alone. If this hypothetical fleet of vessels 
reduced the time in port from 40 per cent to 20 per cent of the round trip 
voyage time, the number of vessels required to maintain the schedule might 
be further reduced from ten and one-half to eight resulting not only in a 
savings of over 20 per cent in the investment in ships and crew hours per 
ton-mile of service, but also adding to the operating income per vessel of at 
least $200,000 per year. Because of the reduced time between ports the fast 
vessel has a competitive advantage which, assuming rates to be the same, 
will attract traffic and insure better utilization of capacity. 
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' The economic advantage of improved methods of terminal operation was 
demonstrated during the war in the handling of military cargo at our principal 
. ports. The volume of exportation possible during 1944, the peak year of 
--movement to the Européan theatre, was essentially determined by the mini- . 
mum voyage turnaround which could be obtained, for the limited number of: 
cargo vessels available. To maximize the transportation service to be performed 
‘py these vessels, the volume of military cargo was concentrated largely in the 
principal North Atlantic ports from Boston to Hampton Roads and New 
‘Orleans, and in these ports the operation was confined so far as possible to 
` the best available facilities. From the standpoint of transportation equipment, 
the limiting factor was’ neither the railroad facilities serving a port nor the 
potential capacity of all general cargo facilities in the port. Most of the latter , 
facilities were obsolete and could not provide for an expeditious transfer of 
cargo between ship and shore. At times the supply of stevedore labor rather 
-than ships was the limiting “factor. The objective was to obtain maximum 
flow by the most efficient utilization of the limited number of ships, the limited 
‘number of the more adequate terminals, and the supply of labor. Among 
.the measures/which were employed to obtain this result was the control of 


' the delivery of freight by rail and. motor truck to a port area to avoid condi- 


tions of congestion such as were experienced in World. War I. This was 

-. effected: by the permit system put into use with the co-operation-of the Office 
of, Defense Transportation, the War ‘Shipping Administration, and the Armed 
Services. At certain ports, particularly where ‘army or navy traffic was more 
or less concentrated, the increased yard capacity was developed at the port 
which further served: to even the flow of delivery to the waterfront. 

In addition to these practices to even the flow to the waterfront, the Armed 
Services put into effect methods of packing and handling cargo which greatly 
increased the speed of handling at the ports, and which in turn increased 
the utilization of vessels and labor which were in short supply. These measures 
included preparation of shipments into unit loads at inland depots, the employ- 

“ment of pallet platforms to handle the unit loads intact between depot and 
vessel and sometimes between inland depot and disposal point in the foreign 
i 
theatre of-operation and the working out of prestowage plans for both terminals 
and ships. These measures all contributed to the maximum mechanization 
of waterfront operations which was effected through the use of lift trucks,- 
tractors, trailers, and cranes, and “the employment -of work-management 
methods.: It must be borne in mind that the Armed Services, almost without 
exception, selected the most adequate waterfront terminals at the respective 
ports from the standpoint of transportation access, cargo handling space, and 
vessel berthing capacity. 

Requirements for military exports were stepped up rapidly early in the 
year 1944 in preparation forthe invasion of Europe and the expansion of 

Offensive operations immediately following. In January, 1944, before the 
introduction of improved methods of controlled flow of traffic and cargo 
handling at the terminals many of the waterfront facilities were being worked 
at near-capacity.“As a result of the improved.methods, these terminals per- 
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mitted the Armed Services to meet the increased demands without the need 
of resorting to less efficient facilities, which was essential to obtain a minimum 
turnaround time of the available cargo vessels. ğ 

A review of the army operations through stevedoring contracts for twelve 
months of 1944 shows an interesting correlation of vessels and tons loaded 
and straight time stevedoring costs. During the twelve months’ period, Jan- 
uary, 1944, to December, 1944, inclusive, the number of ships loaded increased 
from 231 to 369 pér month, an increase of 59.7 per cent. The amount of 
measurement tons loaded increased from 1,701,000 measurement tons in Janu- 
ary to 2,810,000 in December, 1944, an increase of 65.3 per cent. To increase 
the utilization in terms of vessels and railroad equipment, a very intensive use 
of waterfront facilities was required. However, with improved cargo handling 
equipment and methods, this increase in utilization was accomplished without 
added costs. The average cost of stevedoring steadily declined from $1.49 
per ton straight time to $1.35 per ton straight time in December, 1944, a 
decrease of 9.4 per cent. 

Significant results in the advancement of the economy through speed of 
transportation may be expected especially if the time element is considered 
to be the lapsed time for the over-all transportation movement from door to 
door in both freight and passenger service and if due allowance is made for 
progress in technological and managerial efficiency. Enlarging the capacity of 
bottlenecks to sustain speed in a transportation route has a great economic 
advantage in carrier operation and may serve a most important necessity for 
increased capacity during local or national emergency. 

Dr. Ashton has clearly set forth the basic importance of the time element 
in transportation and has raised a number of questions which merit careful 
consideration and study by transportation economists. 


Rosert W. Harseson: Nowhere is the old adage to the effect that time 
is the essence of all things more true than in the operations of transportation. 
A minute of time saved in transportation when multiplied by millions of daily 
movements results in vast economic gain to both suppliers and users of trans- 
portation service. It is not surprising, therefore, that in the historical develop- 
ment of transportation the traveling and shipping public have attached an 
importance to increased speed second only to that attached to reduced costs 
and rates. This has been especially true since the development of air trans- 
portation, because speed represents the greatest advantage of that agency of 
transportation as compared with others. 

One point made by Dr. Ashton which I believe deserves added emphasis 
is that, within limits, increased speed reduces transportation costs by per- 
mitting more intensive utilization of plant and equipment, or, stated other- 
wise, by enabling a transportation enterprise to conduct a given volume of 
business with a smaller investment in plant and equipment than would 
otherwise be necessary. The saving arises from the fact that certain important 
items of cost, notably interest on investment and a portion of depreciation and 
maintenance expense, vary with time rather than with use, and increased 
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“speed results ‘in these costs being spread over a larger number of ton-miles 


_and passenger-miles in a given period of time than would otherwise be the . ` 


case, On the other hand, of course, increased speed results in a proportionate, 

~ or more than proportionate, increase in other items of transportation cost, 

-especially power costs, which may or may not outweigh the saving arising 

from more intensive utilization of facilities.. The net result, as Dr. Ashton 

points out, is that total unit cost declines with increased speed over a certain 
‘range and then increases. 


“As we should expect, air transportation, by reason of its great advantage in- 


speed, plus technical factors which permit aircraft to be kept in use long 
hours per day. and per year, enjoys the ‘benefits of intensive utilization of 
equipment to a much higher degree than do surface carriers. A study made 
by the Brookings Institution showed that in 1942 the planes of domestic air 
lines averaged 464,000 miles per year. This was 3.2 times the average mileage 
made in, that year by sleeping and parlor cars, 6.6 times that made by other. 
. passenger train cars, 6.1‘times that made by Class I intercity busses, 9.7 
times that made by Class I trucks and 26.3 times that made by freight cars. 
In order to emphasize the significance of this intensive utilization of aircraft 
‘the study points out that a mere 1,600 planes, carrying an average of twenty- 
‘eight passengers each, in service ten hours per day and flying at 200 miles 
«per hour could produce 32 billion passenger-miles per year, a number equal 
to‘the total made by all intercity common carriers by rail, bus, and air in 
1940. It may be added that planes recently placed in service, or soon to be 
placed in service, are expected to average more than one million miles per year, 
or more than twice the mileage upon which the comparisons in the Brookings 
study were based. The point which I wish to stress is that this high degree 
_ of utilization of equipment is one of the most potent factors reducing the cost 
of air transportation relative to other types of transportation. 

The importance of the time element as a factor in cost is reflected-in the 
fact that four of the’nine components in the Bureau of Railway Economics 
index of efficiency, selected from the measures of railway performance compiled 

- by the Interstate Commerce Commission, are based in whole or in part upon 
this factor: The components of the index which are based wholly on the time 
factor are car-miles per freight car day, freight- and ~passenger-locomotive- 

i miles per locomotive day and freight train speed, while gross ton-miles per 

- train hour reflects both speed and load. A great deal of effort has been devoted 

"to improving - -these performance factors over the last quarter-century, with 

rather impressive results. Between 1920 and 1945 car-miles per freight car 
day. (serviceable cars) increased 82.5 per cent, freight-locomotive-miles per 
locomotive day (active locomotives) increased 33.0 per cent, passenger- 
locomotive-miles per locomotive day. (active locomotives). increased 43.2 per 


cent, freight train speed increased 52:4 per cent and gross ton-miles per train - 


hour (which, of course, reflects both load and speed) increased 148.3 per 
cent. It is scarcely necessary to point out that the high level of performance 


? There is a slight _ error in the Gate for :freight-and-passenger-locomotive-miles per 
locomotive day arising from the fact that switching mileage of road locomotives was 
included i in 1945 but not in 1920. 
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reflected in these factors during the war contributed in an important degree 
to the ability of the carriers to handle the abnormally swollen traffic load 
with a minimum increase in facilities and without serious breakdown or delay. 
The performance factors just mentioned showed continued improvement dur- 
ing the period 1940 through 1944, except freight train speed which declined 
6 per cent due largely to traffic congestion. Likewise, passenger train speed 
declined 4 per cent during this period. In this connection it should be pointed 
out that the marked improvement in various performance factors during’ the 
period 1940 through 1944 is due in part merely to the heavy volume of 
traffic and only in part to improved plant and managerial efficiency. Conversely, 
the slight decline shown in a number of performance factors between 1944 
and 1945 may be due largely to the decline in traffic volume during this 
period. à 

The measures of railway performance just referred to are based upon 
elapsed time between terminals, including all stops and delays, and do not 
measure the speed of equipment while in motion. It is important to recognize 
- that as much, or more, can be accomplished in saving time in transportation 
by keeping equipment moving for as large a proportion of the time as possible, 
that is, by reducing delays and idle time to the minimum, as by increasing the 
speed of equipment while in motion. The Freight Trafic Report of the Federal 
Co-ordinator of Transportation contains interesting data illustrating this 
point. Although now thirteen years old, these data are the most comprehen- 
sive available and are still worthy of notice. 

The Co-ordinator made a study of all carload freight terminated on De- 
cember 13, 1933. Based on an average haul of 376 miles, an average of 
144 hours elapsed between the time a car was placed for loading at the 
shipper’s platform and the time it was released by the consignee after un- 
loading. Of this time 68 hours, or 47 per cent, was spent in loading and 
unloading, 53 hours, or 37 per cent, was spent in origin, intermediate, and 
destination terminals, and only 23 hours, or 16 per cent, was spent on the 
road. Starting with a speed while moving of perhaps 40 miles per hour or 
more the average road speed was reduced by. stops and delays to 16 miles 
per hour. Terminal delays further reduced this speed to an average of 5 miles 
per hour for the time during which the cars were in the carrier’s possession. 
Finally, delays in loading and unloading reduced the over-all speed between 
the placing of the cars for loading and their release after unloading to 2.6 
miles per hour, The Co-ordinator attributed this poor showing to voluntary 
restrictions on road speed, infrequent schedules and consequent delay in 
making connections, and frequent classification and interchange of cars., 

By contrast the motor trucks covered in the Co-ordinator’s study reported 
an average elapsed time of 24 hours door to door for an average haul of 356 
miles, or an average speed of 15 miles per hour. This is three times the speed 
shown by the railways for the portion of the elapsed time during which the 
cars were in their possession. Hence it is not surprising that in response to a 
questionnaire issued by the Co-ordinator saving in time and store door 
delivery were the two reasons most frequently mentioned by shippers for 
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preferring truck transportation against rail. The water carriers reporting to 
the Co-ordinator also made a favorable showing as compared with rail. The 
average speed, including loading, transit and unloading, and calculated in land 
miles, was 6.8 miles per hour for all reporting water carriers, ranging from 
3.6 miles per hour on inland waterways other than the Great Lakes to 10.1 
miles per hour for the Atlantic and Gulf carriers, It must be emphasized 
again that the foregoing data are for the year 1933. This study of the Co- 
ordinator is referred to here because it is the only systematic study which 
makes clear the difference between speed while moving and speed measured 
in terms of elapsed time, which, throws light on the causes of delay and idle . 
time in transportation, ‘and which compares the performance of different 
agencies of transportation with respect to the time factor. 

While the Co-ordinator’s emphasis on the importance of terminal delays 
in reducing over-all speed of movement referred primarily to rail carriers, the 
same diagnosis is applicable in varying degrees to the other agencies of trans- 
portation. Thus street traffic congestion and inadequate parking space seri- 
ously delay. motor truck collection and delivery service in large cities, The 
result is higher costs of operation, since the larger part of the motor carrier 
costs in collection and delivery service vary with time rather than distance, and 
slower over-all speed between shippers and consignees. A study made by the 
Bureau of Transport Economics and Statistics of the Interstate Commerce 
Commission covering the collection and delivery service of a number of motor . 
truck operators in Southern Territory in 1943 showed an average speed while 
running of 10 miles per hour and an over-all speed, including stops and delays, 


~ of slightly over 4 miles per hour. A similar study of collection and delivery 


operations in Western Trunk Line Territory-in 1944 showed an average speed 
while running of 8.5 miles per hour and an over-all speed of slightly more than 
3 miles per hour. The effect of traffic congestion and inadequate parking space 
is illustrated in extreme form in an article in a recent issue of Fortune, report- 
ing the results of a study of a typical collection and delivery truck operating 
on Manhattan Island. This truck covered only four miles in an eight-hour day 
and was able to deliver only thirty-five of the fifty shipments making up its | 


_ load. 


Likewise it is scarcely necessary to point out that over-all speed in air 
transportation is reduced by the time required to transport persons and 
goods between the downtown sections of large cities and the airports, which 
must ordinarily be in outlying areas where the large amount of land required 


is available. The time required for this operation now averages about forty- 


five minutes in eight of the largest cities, or about one hour and a half for 
both ends of a trip. The growth of cities and the growth of air transportation 


' may increase the time required for this service in some instances, by making 


necessary the development of new airports still farther from the downtown 
sections. Furthermore,,in addition to delays and cancellations occasioned by 


, adverse weather conditions, the time required by planes in descending is. 


sometimes greatly increased by airport congestion, which requires the “stack- 
ing” of planes until landing space is available. 
One writer states that the time required in terminal operations is such.a 


x 
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large proportion of the over-all travel time by air on short runs that cutting 
dn half the time in the air between terminals on these short runs, by using 
more expensive planes capable of higher speed, might not reduce the over-all 
time sufficiently to justify the extra cost. Another writer points out that saving 
twelve minutes in terminal operations is equivalent to an increase in air speed 
from 200 to 250 miles per hour on the Washington to Newark, New Jersey, 
air route. S 

My final comment concerns Dr. Ashton’s analysis of the demand schedule 
for speed. He states that “the demand price for transportation at low speed 
will be low itself, and a higher price will be paid for high speed transport.” 
Therefore he concludes that unlike ordinary demand schedules the demand 
schedule for speed has an upward slope. I seriously question the correċtness of 
this conclusion. It seems to me that transportation at various levels of speed 
does not constitute a single homogeneous service, but rather a number of 
different services each with a corresponding demand schedule of the usual sort. 
If this view is correct, the points on Dr. Ashton’s upward sloping demand 
schedule really represent points on different demand schedules for different 
levels of speed. This conclusion, I believe, is suggested by the implications 
of Dr. Ashton’s treatment of the economic significance of speed in the earlier 
portion of his paper, as well as by the recognition of product and service 
differentiation in the modern theory of demand. 


Hampton K. SNELL: The principal observation to be made concerning 
Dr. Edwards’ paper is that it is primarily a discussion of fundamentals, defi- 
nitions, practices and examples of approach to transportation cost analysis. 
In his report and in footnotes he quotes frequently from the famous names 
in transportation. With such definitions and fundamentals this speaker has 
little dispute. 

After extensive reading of literature on the subject, including statements 
from the railroad industry, the conclusion seems justifiable that the railroad 
and highway cost groups have no fundamental objections to the broad 
objectives of cost analysis, as described by Dr. Edwards. Industry does object 
to some of the methods and to the rigidity and restrictions, actual or implied, 
if such analysis is carried to logical conclusions. 

The railroad industry has been among the most extensive users of cost 
accounting and undoubtedly will not only continue to use but will increase 
cost analysis usage. Evidence indicates that other forms of transport, prin- 
cipally highway and airline, are making and will make extensive use of cost 
methods. ; 

The author has examined the study entitled, “Rail Freight Service Costs 
in the Various Rate Territories of the United States,”* which is probably as 

` complete an exposition of cost analysis for railroads as exists. The one- 
hundred-and-one objections and criticisms of I.C.C. methods included in that 
volume were studied with particular interest. Almost without exception, they 


1 Senate Document No. 63, 78th Cong., lst sess. Letter from the Chairman, I.C.C., 
transmitting in response to Senate Resolution No. 119 certain information on rail freight 
service costs in the various rate territories of the United States. 
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were concerned with technical procedure; and with minor points—minor in 


the sénse that they do not affect objectives-or basic conclusions in cost analysis. 


Concerned often with definitions and with criticisms of statistical methods, ` 


. they included such things as insufficient samples; the use of one or two rail- 
roads as representative of all railroads in a given territory, the application , of 
general averages which might not be usable on individual special carriers, the 
difficulties of comparing data in the various territories, and tany other such 


: items. 


Of considerable interest is an adai in 1 the birioi Journal of Eco- 
. nomics, entitled, “Out-of-Pocket Cost in Railroad Freight Rates,” by G, Lloyd 


Wilson and Joseph R. Rose.? Such discussion of definitions is valuable for the - 


purpose of clarifying problems and bringing to the attention of regulatory 
authorities the usable terms and definitions of econòmic theory. The author 
agrees with the major conclusion of that paper, that Edwards’ procedure con- 


fuses average variable cost with marginal Gost; but wishes to point out that the ` 


end result is so nearly the same by either presumption that for practical 
purposes either'can be used. 

In the present period of rapidly rising costs, increasing competition, and 
political and economic rate cases, the necessity of thorough cost analysis is, 


of course, obvious, and in succeeding periods of readjustment and “shake- 


down” of new rate strtictures and levels cost procedure must be at its best. 
The United States finds itself at the moment in the anomalous position of 
having two of the major forms of-transportation urging the Interstate Com- 

` merce Commission to raise rates of railroads in order that the rail carriers’ 

competitors may continue to ensconce themselves under the umbrella of rail 


rates, else these competitors may operate in general at a loss or, in the instance’ 


of the coastwise steamship operators, perhaps not operate at all: The Edwards 


` formula has been under fire from the truck operators on the assertion that 


insufficient weight is given to certain factors of railroad joint or variable costs. 
“The claim is made that less-than-carload costs thus appear too low and the 
trucks find’ rate competition more difficult. For two subsidized forms’6f trans- 
portation to attempt to raise a competitor’s rates when both have been pre- 
viously highly selective of only the best traffic appears to the rail lines: to be 
stretching the virtues of cost determination principles. 
These and other similar objections bring to mind some fundamental prob- 
lems of rate making and cost analysis-which go beyond mere questions of 


definitions and: procedure. When the subject of carrier valuation received its, 


first emphasis i in the nineteenth century, the railroads were virtually a mono- 
- poly. The theory of valuation upon which the railroads and the federal 
government lavished scores of millions of dollars can be summarized in sim- 
plified form as: “Determine the fair value of carrier property and set the rates 
as a reasonable return upon that value.” Before the valuation proceédings 
were completed the whole picture of transportation changed from scarcity to 
surplus and today, in the estimation of the author, the situation is such that 
formal valuation is almost 4 dead issue. How can even a Department of 


August, 1946, p. 548. 


?“Out-of-Pocket Cost in Railroad Freight Rates,” Quarterly Journal of TONENE 
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Justice economist apply a monopoly price theory to the most competitive price 
structure in the United States? If this premise is correct or if valuation is 
chiefly a subject for academic discussion, then it seems logical that some 
of the importance of the methods and minutiae of cost analysis may also be 
questioned. 

Studies made by the Railroad Committee for the Study of Transportation 
indicate, for example, that an airline passenger actually pays in his air trans- 
port rate less than five cents for the use of passenger facilities at La Guardia 
Airport, or 34o of 1 per cent of passenger revenues, the balance of the high 
terminal cost being borne by the taxpayer. The five cents is just one-half 
of the charge for using the spectators’ balcony. Evidence is available to indi- 
cate that for some small airports the airlines contribute less to total expenses 
than do the pay toilets. Of what significance is exact cost analysis of com- 
petitive pdssenger service under such farcical ‘conditions? 

The recently published Harvard study of air terminal costs* found manage- 
ment and cost determination practices of airports much in need of improve- 
ment and advocated prompt installation of an adequate fee system to begin 
to reimburse the public and to bring “costs” of air transport closer to reality. 
As air freight matures this question of costs will become perhaps even more 
important than for passengers. 

How valuable is the near-exact art of cost analysis when attempting to 
settle questions involving inland waterway competitive rates? It may be able 
to tell the railroad or truck line that the low rates forced by allegedly cheap 
water transportation do not represent full or even out-of-pocket costs-but the 
fundamental question of requiring the barge operator to repay some part of 
the public expense incurred in his behalf and to reflect such charge in his rates 
_ or costs remains unsettled. 

A principle emphasized by the railroad industry in discussing cost analysis is : 
that no direct relationship necessarily exists between an actual cost and the 
rate that must be charged to obtain or keep the traffic. As long as unused 
capacity exists, as long as the possibility of reducing costs by securing greater 
volume persists, as long as unequal costs exist between similar carriers—all 
tranport forms will insist upon that principle. 

This competitive situation of the railroads was summarized by the author 
before the American Economic Association transportation section a year ago 
in some brief remarks upon the problems of rigidity experienced by one carrier 
without equal application against competitors. These rigidities take the 
general forms of regulative retrictions, of make-work labor regulations im- 
posed by both unions and government, financial restrictions resulting from 
adverse economic conditions, and unwise regulatory and legislative policies 
such as discriminatory social security laws, the managerial difficulties inherent 
in organizations of the mature age of the railroads, and subsidies granted to 
competitors. 

A typical cost analysis problem is that of rail passenger traffic. The whole 
question of passenger transportation by whatever means is a complex one and 


* Terminal Airport Financing and M anagement ‘(Graduate School of Business Administra- 
tion, Harvard University), 
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the author is inclined, after a review of the history of passenger transportation, 

to conclude that with the possible exception of certain bus lines, no commercial ‘+ 
form of passenger transportation has ever been consistently profitable or 
financially successful. A railroad officer was recently quoted as anticipating 
for railroad passenger service for the year 1947 a deficit of 400 million dollars. 
The published statements of the Bureau of Transport Economics and-Statistics 
of the I.C.C. have repeatedly referred to the over-all deficit incurred by rail- 
road passenger transportation. Such deficits must obviously be met from other 
earnings, primarily from freight. 

Passenger traffic in the early twenties was profitable; the causes of the later 
deficits were: (1) competition of private motor cars, made possible by 
government-built roads; (2) competition of commercial highway carriers, ^ 
which have not been subjected to all of the costs incurred in their behalf by 
government; (3) competition from airlines with airports and navigation aids- 
provided without cost or at a minute fraction of total cost; (4) a passenger 
rate structure which did not promptly reflect changed competitive conditions; 

(5) the depression of the thirties. 

‘I'he relation to the subject of cost analysis is simply this. On a national 
scale and granting that cost analysis as practiced by Dr. Edwards and his 
associates is sufficiently close to actuality to reflect the true state of affairs, 
shall we conclude that the railroads should abandon passenger service and’ 
leave the field to other forms of transport? Faced as they are by necessity _y 
of purchasing large quantities of new and expensive equipment, without the 
aid given to their competitors by government and in a financial market not 
receptive to railroad securities, the railroads may justifiably hesitate to con- 
tinue in a seemingly fruitless field of endeavor. Individual trains have proved 
consistently profitable, and for the foreseeable future probably can continue 
> to be. The losses, however, are incurred chiefly in the sleeping car business, 
on the unprofitable accommodation and local runs, because of too many trains 
on competitive routes, seasonality of traffic, and the necessity of maintaining 
blocks of stand-by equipment unused much of the time. A 

Mr. John Barriger, recently elected President of the Monon Railroad, a 
line which is situated in about as difficult a competitive location as it is 
possible to conceive, both for passengers and freight, has publicly stated that 
in his estimation any passenger traffic which will repay a major part of out- 
of-pocket costs is desirable on his railroad. He believes the passenger cost 
formula of the I.C.C. is too restrictive and concludes apparently that the 
advertising value, the accommodation to the public, employee morale, and 
general stimulus to business are all factérs more important than the rigid 
restrictions imposed by cost analysis. Railroads in general do not agree that 
costs present as high a percentage of variability as the I.C-C. maintains, 

As an indication of some of the practical difficulties of present I.C.C. cost 
analysis, Dr. Edwards states that the products of mines “generally moved 4 
at rates... 10 to 20 per cent below their fully distributed costs.” It must be 4 t 
noted that the consistently most prosperous railroads in the United States 
are the coal and iron ore carriers. Yet manufactures and miscellaneous, whose 
rates “averaged 20 to 30 per cent above their fully distributed costs,” are 
among the thorniest of railroad problems in attempting to make a profit. 


, 


TRANSPORTATION AND PUBLIC UTILITIES PROBLEMS—DISCUSSION 491 


The railway express business is in a position very similar to that of the 


passenger service, confronted with high labor costs; increased inefficiency of 


‘workers, almost unrestricted competition from other transport, and rigidities 
of rate structure. 

An important aspect of the present-day cost analysis problem of the com- 
mon carriers is shown by a statement from a Spokane shipper, as an example 
of many others, to the effect that if the rail or truck rates on merchandise 
shipped by his organization passed a certain point, his knowledge of his private 
truck line costs indicated that he could afford to purchase additional trucks 
and use his fleet either from Puget Sound or, if necessary, on the long haul 
from the East or Midwest. Traffic departments of large merchandising organ- 
izations such as Sears Roebuck, Procter and Gamble, the Great Atlantic and 
Pacific Tea Company, and others investigated by the author, watch transpor- 
tation costs very closely and if convinced that rates of the transportation 
agencies they use pass a certain point they either bring pressure for readjust- 
ment or place their own transport lines in operation. 

This actual and potential threat of unrestricted private operations is also 
evidenced by the inland waterway barge lines, operated by steel, oil, coal, and 
other bulk shippers and will undoubtedly appear in the not too distant future 


_if airline operating costs and characteristics -warrant operation of private 


lines. 

The conclusion seems inevitable that while costs should be an important 
factor in the rates of comon carriers, the force of unequal competition con- 
stantly whittles away at both rates and operating techniques. 

Interstate Commerce Commission decisions over a period of years—some 


` 1,800 citations on cost analysis appear prior to 1941—-show that the Com- 


mission recognizes the necessity of considering other factors, Commissioner 
Mahaffie in a dissenting opinion (216 ICC 291, 357) stated: “The principle 
that a carrier service may not lawfully be afforded at less than full cost, 
including depreciation, if applied generally would terminate a great many 
carrier operations. In my judgment, it is not a sound principle.” 

In a passenger fare case (214 ICC 174, 182) the Commission stated: 
“although we have given careful consideration to the significance of the costs 
shown of record, we are not bound by superficial comparison of average costs 
and fares for a particular year or period. Cost must be considered in all of 
its aspects and then as only one factor in arriving at a judgment of what are 
reasonable fares... .” 

In the Fifteen Percent case (226 ICC 41, 77) the Commission stated: 
“Important as is the cost to the*carriers of performing the service, we have 
never regarded it as a sole and controlling factor in determining whether rates 
are just and reasonable... .” 

In the Lake Coal Demurrage case (232 ICC 735, 773-774) the Com- 
mission pointed out that if the transfer charges were adjusted at each port 
and over each facility in accordance with exact cost of operation, the cumula- 
tive effect would lead to the handling of most of the traffic by the lowest cost 


` facilities, a result which would be undesirable, not only to the carriers, but to 


the transshippers and the steamship operators. Many businesses would go out 
of operation with consequent loss to society. 


s 
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. Another and very important phase, of cost analysis brings up the question l 


of thë comparability of-costs of various forms of transportation. The Interstate 
Commerce Commission in a report to the President of the United States on 
certain aspects of the proposed Lake Erie-Ohio River Canal (235 ICC 753, 
755) stated: “It may be noted .. . that a comparison of railroad rates with the 
cost of providing transportation service by water does not involve like cost 
elements. The railroads have to provide and maintain their own rights-of-way 
. and to pay taxes for the support of government functions, but no such burdens 
would be placed on users of the waterway under the plan, 7 
~ Ina January 13, 1947, ‘statement, Mr. R. V. Fletcher, President’ of the 
‘Association of American Railroads, noted that the proposed federal budget 
presented by President Truman called for appropriations totaling nearly 800 


million dollars for highway, waterway, and-airport facilities, but nothing for . 


the railroads, which transported more than 90 per cent of the military freight 

and more than 97 per cent of the military travel moved during the late war. 
Mr. Fletcher made it clear that the rail carriers are not asking for federal 
aid, but believe that if equality and comparability of transportation are to 
be achieved that water and air transportation begin to make some repayment 
~ of their subsidies, even as the law required préviously publicly-aided railroads 
to do. 


The railroads do-not dea to the theory that cost is an important factor 


in tate making but they do object to the rigidities, restrictions, and attacks 
which seem inevitably to follow the determination of a specific cost or appli- 
cation of a particular formula, A cost formula was recently developed by an 


- unofficial committee of-expert railroad accountants, Why will that formula | 


. probably never be published? Because the consensus of the industry was that 
no matter how unofficial or experimental it was, once it appeared in print 
'- every demagog, every head-line hunting politician, every crusading bureaucrat, 
every competitor, and every traffic manager who could possibly benefit by 
using any part of -it for attack, would promptly drag it before every com- 
- mission and court in the land and try to freeze it into some rate structure. 
Every other form of transportation has greater freedom, less regulation, less 
. public responsibility and attention than the railroads. The railroads think it 
‘about time at least equal attention be paid to the true and total costs of air 
transportation; to the national farce of pouring billions of dollars of taxpayers’ 
money into inland waterways and sanctimoniously calling it cheap transporta- 
tion, Highway programs should be-critically examined, and we should have 
some complete cost analysis for a change to see if free waterways and three- 
cent airlines are what they advertise! 

Despite all of the efforts of such zealous analysts as Dr: Edwards and his 
colleagues, the result ‘in rates will be only partially usable until the funda- 
mental difficulty of obtaining equality of competition and opportunity is 
achieved. It can be attained only. by a drastically revised national policy, 


James C. NELson: The air transport industry faces both the ironien of 


t 


_digėsting the enormous expansion of scheduled services during’ the past. 


“eighteen months and the problem of absorbing ie several hundred new com- 
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mon and contract carriers resulting from a tremendous surge of entrepreneurial 
activity since the end of the war. Professor Leonard has given primary 
attention to the former problem and has ferreted out a number of factors. 
contributing to the current difficulties of the scheduled airlines: rapid intensive 
and extensive growth as additional and new types of equipment became avail- 
able; emerging excess capacity; marginal foreign and domestic route exten- 
sions; congested airport facilities; and “mushroom” growth of nonscheduled 
lines.? 

Without undertaking to comment on all these sources of present or future 
difficulties, the observation is pertinent that the unprofitability and poor 
service of the scheduled airlines to which so much attention has been given 
in recent months is probably more the inevitable result of rapid growth in 
services and market exploitation in a period of inflation and general reconver- 
sion than of excess capacity. Load factors lower than the wartime levels when 
scarcity prevailed were to be expected. The equipment expansion programs of 
the airlines are still far from complete, and any overoptimism in the original 
placing of orders is still subject to correction through the expedient of order 
cancellation, To the extent capacity has outrun traffic, the demand at current 
or lower rates should soon catch up. 

To restore profitable operations, the scheduled airlines will also have to con- 
trol the costs not associated with excess capacity more successfully than in past 
months, as was emphasized by Dr. Leonard. Will the scheduled airlines have 
a full incentive to take the necessary measures? Much will depend upon action 
by the C.A.B. with respect to the petitions of several lines for increases in 
mail pay beyond their present levels.” 

The tremendous growth of nonscheduled operations and the proliferation of 
firms during the past eighteen months have significantly altered the air trans- 
port pattern; extended the possibilities for workable competition, at least in 
the air cargo field; and expanded air cargo traffic and specialized types of pas- 
senger operations beyond most expectations. Not only have the veterans’ as- 
pirations represented by these enterprises created widespread interest, but they 
have appeared to some as a threat to the scheduled airlines and the previously 
established air transport pattern of a limited number of carriers and fixed 
routes. Whether or not these fears may be justifiable, a problem of consider- 


The term “nonscheduled” airlines or air carriers is used here and elsewhere in this 
paper to indicate all types of interstate common carriers of passengers and/or cargo 
by air which have been exempted by the C.A.B. from economic regulation under the 
Civil Aeronautics Act of 1938, particularly_ from the certificate of public convenience 
and necessity requirement under the exemption granted on December 7, 1938, by Section 
292.1 of the Board’s Economic Regulations. It also includes contract carriers by air now 
not subject to economic regulation under that Act. Perhaps a preferable designation 
is “noncertificated air carriers,” a term used by the C.A.B. to describe all air carriers — 
which do not hold a certificate of public convenience and necessity issued by that agency 
in its “Economic Regulations Draft Release No. 14,” November 22, 1946, proposing 
further revision of Section 292.1 of the Economic Regulations. 

2 As of January 17, 1947, the following domestic scheduled airlines had petitioned 
the C.A.B. for increases in "their respective mail rates: Pennsylvania-Central Airlines; 
Chicago and Southern Air Lines; Braniff Airways; Western Air Lines; Colonial Airlines; 
Northeast Airlines; Continental Air Lines; All American Aviation; and Pioneer Air 
Lines. Of these, the first four receive a service mail rate of 60 cents per ton-mile, whereas 
the remaining five receive rates per plane-mile varying with their financial needs, 
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able complexity and difficulty has arisen. What role should the nonscheduled 
carriers be allowed in the changing air transport system? 

One can readily agree with Dr. Leonard’s observation that “the general 
shape of things to come in air freight operations is even more obscure than 
the outlines of future passenger service.” Nevertheless, from the reports filed 
by nonscheduled carriers under the registration requirement of the C.A.B. 
and from trade sources, some information on the economic characteristics of 
the new air services is available. It is of interest to mention the most note- 
worthy of these. : 

1. The first characteristic of significance is that the newer branch of the 
air transport industry is composed of a large number of firms. As of January 
15, 1947, 870 nonscheduled air carriers had registered with the C.A.B. and 
reported some data on their operations, in most cases covering May and June, 
1946. While many of these carriers may have gone out of business since 
filing their reports, it is nevertheless apparent that the number of air transport 
firms has been greatly expanded when comparison is made with the thirty 
scheduled airlines in domestic trunk-line, feeder, and aerial pick-up operations. 

2. A second characteristic of interest is that a large variety of services are 
being offered by nonscheduled carriers. Some offer nonscheduled passenger 
service along certificated airline routes (although this service has been of 
declining magnitude) ; others serve points not connected by such routes; while 
still others offer general charter services, special executive charter services, 
and tour services. As of October 28, 1946, 375 carriers reported offering cargo 
services, in most cases in conjunction with passenger services. The bulk of the 
traffic, however, was handled by the relatively few carriers concentrating 
exclusively or primarily on cargo business.’ Some cargo lines carry passengers 
in second-class service on back-hauls, such as from Los Angeles to New York. 
According to the reporting carriers’ own designation, 232 of the cargo group 
offered common carrier service; 41 contract service; the remainder failed to 
designate this characteristic. 

3. Another noteworthy feature is that the nonscheduled air transport 
industry has already attained considerable size as compared with the scheduled 
industry, particularly in carriage of freight. As of September, 1946, the 
scheduled carriers had 694 planes, of which all but 15 were of the transport 
size, fourteen-passenger capacity or larger. The 302 cargo carriers reporting 

-on equipment had approximately 244 transport-size planes and 982 smaller 
planes, Thus, even an incomplete inventory shows that the nonscheduled cargo 
group had about one-third as many -transport-size planes as the scheduled 
lines. In addition, 181 nonscheduled carriers engaged primarily in passenger 
operations reported 51 transport-size and 658 smaller planes. During May and 
June, 1946, the nonscheduled passenger carriers reporting traffic data carried 
1.6 per cent as many passengers and 1.8 per cent as many passenger-miles as 

*For more comprehensive data on nonscheduled air passenger services and carriers, 
see the Industry Report on Domestic Transportation for August-September, 1946, issued 
by the Transportation Division, Office of Domestic Commerce, Department of Commerce, 
Washington, D.C., pp. 51-64; for data on nonscheduled air cargo services and carriers, 


see the October-November, 1946, issue of this series on Development of Air Cargo Services, 
pp. 45-60 and Appendix A. 
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the scheduled airlines. In sharp contrast, 55 of the nonscheduled cargo carriers 
—those reporting pound-mile data—carried 66.1 per cent of the total cargo 
and 40.3 per cent of the cargo and express ton-miles carried by both scheduled 
and nonscheduled lines during that period (3,638,151 ton-miles of freight 
compared with 1,866,522 ton-miles of cargo and 5,384,211 ton-miles of express 
and cargo by the scheduled lines). 

4, Of considerable significance also is the small-scale characteristic of the 
nonscheduled air transport industry. Thus, the 224 passenger carriers which 
reported on equipment had an average of 3.9 planes per carrier during May 
and June, 1946, and 61 per cent reported 3 planes or less—-even the 39 firms 
operating transport-size planes averaged only 4.7 planes, Likewise, the 302 
cargo carriers reporting on equipment averaged only 4.1 planes per carrier— 
six carriers using transport-size planes exclusively in cargo service averaged 
10.7 planes. Those passenger carriers reporting on employment (210) aver- 
aged 12.2 employees per carrier; the cargo carriers (256), 16.3 employees per 
carrier. 

It is therefore apparent that the appendage to be absorbed into the already 
established air transport pattern is of considerable magnitude. What happens 
will directly affect many entrepreneurs, employees, and investors. While the 
public does not in large measure depend upon nonscheduled carriers for 
trunk-line passenger services, some types of services, such as executive and 
resort services, are offered for the most part by nonscheduled carriers. The 
passing of wartime shortages does not alter the dependence of the public upon 
nonscheduled lines for air service to many points not served by scheduled 
carriers. As of November 1, 1946, the latter were certificated to serve directly 
only 499 urban points of a total of 3,464, containing 62.5 per cent of the total 
United States urban population. In time, the feeder lines may ameliorate this 
situation except for unusual vacation and group movements on an irregular 
basis. 

On the other hand, shippers’ dependence upon nonscheduled carriers for air 
freight services is a vastly different and more serious matter. Most observers 
agree that the bulk of the domestic air freight has for some months been carried 
by nonscheduled carriers, possibly even when air express is included. It cannot 
be judged at this time to what extent this division of traffic may be attributed 
to the greater aggressiveness of the nonscheduled operators and to what extent 
it reflected inherent advantages of their more flexible pattern of operations 
or lower costs from simplified and small-scale organizations. It is important 
to bear in mind, however, that until now, and unless restrictive regulation 
curtails the flexibility of the new operations, the nonscheduled services may be 
rendered to and from the noncertificated points as demand develops. Of course, 
the scheduled lines might apply for additional cargo routes or establish contract 
service to cover the noncertificated points. It is interesting to note that only 
one of the scheduled lines, P.C.A., has applied for a cargo certificate in the Air 
Freight case.* 

Although the tremendous growth of nonscheduled service on the basis of 
private investment and the increased activity by the scheduled lines which it 


* C.A.B. Docket No. 810, et al. 7 
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has stimulated have produced much experimentation with air cargo, lower ae 
, Yates, and rapid expansion of that traffic, some concern has been expressed 


over the future adequacy of the'air transport services, This has arisen not only: 
from the reported unprofitably of many nonscheduled linés, a not surprising 
result in the pioneering period, but also from concern lest the possible long- 
run effects of the great proliferation of firms and planes may weaken the 


scheduled airline system in such manner that its maintenance would cost the. 


government greater sums. Only a few of the elements of this large problem 
can be treated here. ‘ 


An obsession over the possibility of injury to the established air transport 


pattern should not be permitted to blind us to the promise. that the new 
airline situation holds for workable competition and the advantage of fostering 
the elements conducive to that market condition. An urgent need exists for 
the maximum experimentation in provision of air cargo services—already the 
existence of numerous operators free and willing to try new methods, new 


_ Toute concepts, and new services and to apply the energy of a large number 


of organizations not dominated by preponderant interests elsewhere has con- 
tributed an unusually rapid development of air freight, Although a large 
number of firms, without consideration of dominant firms, the extent of geo- 
graphical or. other comparability.of service, the possible economies of scala 
and other elements, cannot be considered conclusive, there can be, little 
question that.the greatly increased number of carriers significantly improves 
the possibilities of workable competition in the air freight field. 


Because there are so many unknowns—the extent of the cargo market, 
` the patterns of existing routes and services, the number of carriers serving 


each route and developing each market, the requirements of the servicé from 


the shipper’s point of view, and the economies of specialized cargo operations 


versus combination services—the C.A.B. will have to be clairvoyant, indeed, 
to avoid exerting arbitrary and restrictive influence upon the development of 
the air cargo industry. Assuming the desirability of promoting workable 
competition, certain essentials seem evident. First, a too restrictive influence 
should not be exerted upon the number of carriers trying the business. The 
scheduled air pattern of one or a limited number of firms on each route was 
partly the result of the requirements of passenger ‘and mail services and a 
technology favoring the use of large planes, but it also reflected a deliberate 


government policy to minimize the subsidy element in promoting air .com- 


merce. In view of the absence of direct operating subsidies to nonscheduled 


‘carriers and the greater need for flexible routes and operations in the case 


of air freight, the opportunity which exists to foster the competition of many 


` firms in the cargo services can be assured if the door to free enterprise. is 


not blocked or closed too tightly. Though there may be a legal presumption 
that restrictive certificate control must be applied to many of the nonscheduled 


_ carriers, that hardly justifies artificial discouragement by application of rigid 
standards of public convenience and necessity. Even the dropping out of - - 


many of the original nonscheduled applicants in the Air Freight case may 


„be significant largely as indicating the barrier of the cost and risks involved 


in getting a certificate. Considering the unknowns in the situation and the 
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lack of evidence of any substantial burden upon the scheduled system,’ the 
Board might well wish that competition might have been permitted to do the 
weeding out of the inefficient and unnecessary carriers. 

A second essential is that care be exercised to prevent established airlines 
with large pools of revenues from other services from using their revenues to 
take losses on their cargo enterprises for a sufficient period to threaten the 
existence of the struggling new firms solely or largely dependent upon cargo 
revenues. It may prove wise to encourage development of specialized cargo 
carriers, except to the extent that hauling express and other high-rated cargo 
on combination flights is economical because of the availability of some cargo 
space otherwise unutilized and to the extent that bulk-cargo operations in 
planeload lots can be segregated to insure their standing on their own feet. 
To overcome the difficulty of freight solicitation by small carriers and to 
minimize that overhead cost factor, it also seems desirable to encourage the 
air freight forwarder. Here again there are difficulties to working out a pattern 
before the hard forces of the market have had an opportunity, as in the case 
of the trucking industry, to demonstrate the economical organization. Also 
many of the nonscheduled carriers interested in cargo have found the market 
so small that they have had to participate in passenger carrying, too. Drawing 
definite lines channelizing operations appears unnecessarily arbitrary in such 
an early period of development. 

A third essential is that restrictive controls and regulatory burdens be kept 
to an absolute minimum. In the trucking industry where economic regulation 
came after a mature state of development had been reached, restrictive pro- 
visions in operating authorities discouraged many carriers from continuing in 
the business. Thus, the case for economy would have to be very persuasive 
before restrictions were placed upon the specific commodities that an air cargo 
line may carry, the points which it may serve except in broad origination and 
termination groupings, the classes of shippers or consignees that it may serve, 
or the direction of its authorized movement. And the cost in money and time 
of obtaining new or expanded operating authority should not be allowed to 
become so great as to discourage efforts to expand services or institute new 
ones. Otherwise the need for services may have to become rather urgent before 
taking the risks would be justified. Many of the smaller opportunities to 
extend air service may be lost in a situation where regulatory restrictions 
discourage exploitation of all but the largest markets between which traffic is 
dense. 

In the time allotted a thorough treatment of the factors that should be 
considered by those who have the power and duty to settle the issues between 
scheduled and nonscheduled carriers is not possible. The discussion has been 
carried to the point of indicating that no clear solution exists and that perhaps 
the best course is to make haste slowly in interfering with the forces that are 
operating of their own accord. 


See the decision of the C.A.B. in Investigation of Nonscheduled Air Services, Docket 
No. 1501, May 17, 1946, and: transcript of oral argument on “Division of the Economic 
Regulation 292.1,” Docket No. 2742, January 6 and 7, 1947. 

See Federal Regulatory Restrictions upon Motor and Water Carriers, Senate Doc. 
No. 78, 79th Cong., Ist sess., 1945. 
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HOUSING PROBLEMS 


OBSERVATIONS ON THE PROVISION AND USE“OF DATA 
FROM THE 1940 HOUSING CENSUS 


By Howard G. BRUNSMAN 
Bureau of the Census 


Active work on plans for the housing census of 1940 was begun in 
1938 by a subcommittee of-the Central Housing Committee under the 
chairmanship of Dr. Ernest M. Fisher. I know that neither Dr. Fisher 
nor Mr. Warren Vinton nor any of the other members of this subcom- 


-mittee appreciated the many and varied uses that would be made of 


the results of this census. Some of these uses were obvious, but many 
of them were not anticipated. And, of course, in 1938 and 1939 we did 
not know that the United States was to enter a world war and we were 
unable to forecast the usefulness of the statistics in the national and 
local planning of activity for the war. 

Use of Housing Census Data. It is difficult for us to find out about 
many of the uses that have been made of the census data. We are 
seldom informed when a person is able to find exactly the figures he is 
seeking in the published ‘census reports. On the other hand, we often 
hear from people who want cross-tabulations which we were unable to 
complete. Because.of this situation we are inclined to get the impression 
that no one would have noticed the omission if we had not prepared the 
materials that were published; and that everyone would have been 
happier if we had tabulated a quite different set of statistics. 

The uses that have been made of the statistics from the census of 


_ housing include the following: (1) The statistics have been used asa . 


basis for estimates of the total housing requirements in the United 
States and in various local areas. (2) The statistics have been used as a 
basis for estimates of the demand for public housing in various local 
areas. (3) The statistics on home facilities and equipment have been 
used to determine the extent and location of the market for specific 


` types of plumbing, heating, refrigeration, cooking, and other types of 
_ equipment. The statistics relating to monthly rent have been used as a 


measure of general purchasing power within various local areas. (4) 


. The housing statistics by city blocks for the larger cities have been 
_ used in the analysis of the characteristics of neighborhoods within the 


cities. (5) The statistics for smaller areas have been used in designing 
the area samples which have served as a basis for many surveys of local 
areas. (6) Special tabulations of the characteristics of subscribers to a 
home magazine have indicated the relative quality of this selected group 
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of houscholds. (7) During the war and the reconversion period the 
statistics from the housing census have served as a bench mark for 
current surveys of housing requirements. They were also used in 


. formulating the civilian defense program of many cities. 


I should like to expand somewhat on the statement regarding some 
of these uses of the housing statistics. 

Estimates of Total Housing Requirement. Many different estimates 
of the total housing requirement in the United States have heen pre- 
pared in the past few years. Practically all of these estimates are based, 
in part, on the statistics from the census of housing. The estimates ' 
prepared and published in 1944 by the National Housing Agency are 
among the better known of these various approximations and are ` 
typical of the approach used in many of them. The National Housing 
Agency estimates are based on two major components of the need for 
new nonfarm dwelling units between 1946 and 1955. The first com- 
ponent is the number of dwelling units needed to supply housing for the 
increase in families that it is estimated will occur in the period. 

The second component of need arises from substandard dwelling 
units which should be replaced. In the National Housing Agency study 
it is assumed that in metropolitan districts the number of substandard 
units in 1940 was approximately equal to the number of units which 
were in need of major repairs or lacked a private bath. Outside metro- 
politan districts it was assumed that the number of substandard units 
was cqual to the number of units which were in need of major repairs. It 
was then assumed that one-half of these 7,000,000 substandard units 
of 1940 should be replaced and that an additional group of 2,600,000 


. dwelling units should be built to replace the units that become sub- 


standard between 1940 and 1955. 
I should like to emphasize the fact that this estimate of housing need 
and of the number of substandard units is not the product of the Bureau 


“of the Census. It is our belief that the Bureau of the Census can be 


most useful if it serves as an impartial fact-finding agency without 
attempting to analyze the facts as we determine them. The census 
reports show the statistics on the number of dwelling units that lack 
a private bath and the number of units that need major repairs. The 
census does not attempt to convert these figures into estimates of the 
number of substandard units nor of the demand for housing. 

Estimates of Demand for Public Housing. The Federal Public Hous- 
ing Authority and local housing authorities have made extensive use of 
housing census data in determining the extent and nature of the demand 
for public housing in various local areas. In part, they have used the 
statistics on state of repair and plumbing equipment to measure the 
extent of the need for housing and the characteristics of the less satis- 
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factory units, in order to TEN the number and size of dwelling 


units that are required and the rent-paying ability of families who 
would be eligible for public housing. 

Uses of Statistics on Honie Facilities and Equipment. în the 1940 
census of housing considerable information was obtained concerning 


` the facilities and equipment of each dwelling unit. This information re- 


lated to whether the unit had electric lighting; whether it contained 
a radio; whether it had mechanical refrigeration or an ice refrigerator; 


AL. i 


the type of heating equipment which served the unit; and the type of `- 


heating fuel and cooking fuel used in the dwelling unit. We realized that 
all of these data would be of interest to the manufacturers and dis- 
tributors of various types of home equipment. In planning our publica- 

- tion program, however, we found it necessary to omit certain of these 

. Statistics for the stalier areas. We have since found a considerable de- 
mand exists for these unpublished data. In particular, there has been a 
demand for type of refrigeration and type of cooking fuel and heating 
fuel by census tracts and other small areas. 


In addition to the use of these housing data for local areas as a 


‘measure of the demand for specific products, it has been found that 
these data also serve as indicators of the probable demand for related 
products. In particular, the figures on contract or estimated monthly 
„rent for blocks, census tracts, and minor civil divisions are used as a 


measure of the general purchasing power of the various areas; in the ` 


absence of any other composite measure of economic status in the 
population census. 

Uses of Block Statistics. The tabulation and preparation of housing 
statistics on a block basis for the larger cities represented one of the 
innovations of the 1940 census of housing. These statistics have made 
possible the detailed analysis of the housing characteristics of neighbor- 
hoods within the cities. They have been used by private builders and 
mortgage lenders in determining the characteristics of existing housing 


in a neighborhood and the probable soundness of mortgage loans in the ` 


area. They have been used by local housing authorities in formulating 
their public housing program, and have helped in defining the areas 
of the city which contain the worst housing. 
` Housing Census Data as a Base for Sample Surveys. One of the 
unanticipated uses of the housing census data was, in. connection with 
_the sample surveys of local areas that were conducted during the war 
period. It has been determined that improved accuracy can be obtained 
in local sample surveys when the surveys are conducted on an area 
sample basis. With this approach the group of persons or dwelling 
-units included in the sample represents all or a portion of those located 
in a-designated group of city blocks or other small areas within the 
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community. Greater precision can be obtained in the results of such 
surveys if information is available concerning the number of dwelling 
units in each block and the characteristics of the blocks. With such 
information the sampler is able to select a group of blocks which 
he knows to be representative of the community as a whole. The 
housing census of 1940 yields the number of dwelling units in each 
block in the larger cities and in each enumeration district in the re- ` 
mainder of the country. It also yields the extent of home ownership 
and the average rent of the dwelling units in these various areas. 
These data have been used in the design of surveys of the population 
in selected congested areas, in surveys of occupancy and vacancy, of 
rent changes, of population and labor force characteristics, and of 
the housing of veterans. They have also been used in a similar 
manner in a considerable number of surveys which have been con- 
ducted by local governmental units and private research agencies. 

Characteristics of Subscribers to a Magazine. One of the most novel 
and unanticipated uses of statistics of the census of population and 
housing is a recent study of the characteristics of the subscribers 
to one of the leading home magazines. The publisher of the magazine 
supplied us with a representative sample of their 1940 subscribers. 
We transcribed from the schedules of the 1940 census certain selected 
population and housing characteristics of each of these subscribers 
and also of a nonsubscribing neighbor of each subscriber. Tabulations 
of these statistics indicated the age, occupation, family size, number 
of children, and wage income of each subscriber and of the neighbor, 
as well as the characteristics of the homes they occupied, including 
owner-occupancy, type of structure, number of rooms, monthly rent, 
and the facilities and equipment of the homes. In general, the study 
indicated that the subscribers of this periodical had a higher income 
status than their neighbors, who in turn had a higher status than 
the country as a whole. This study was financed by the publisher 
of the magazine. There was no violation of the confidential nature of 
census records, since we supplied the publisher with only the summary 
statistics and no records which could be identified as those of any 
individual. 

Wartime Uses of Census Data. Pearl Harbor and the entry of the 
United States into the war brought a stop to “business as usual.” 
The normal uses of housing census data practically ceased. Never- 
theless, the statistics from the census of housing continued to be useful, 
although many of the uses were not of a type that was anticipated 
when the census was planned. The federal government imposed severe 
restrictions on the construction of new homes. In the early days of 
the war, the 1940 vacancy ratios were used as a rough measure of 
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the unused supply of housing in the various areas which were clamoring 
for more homes for their war workers. The Office of Price Adminis- 
tration imposed rent control in those areas which showed significant 
increases in rental rates. In order to determine these areas, surveys 
of rental rates and vacancy were made and the results of the surveys 
were compared with rental and vacancy data for 1940 to determine 
whether significant changes had occurred. After an area had been 
placed under rent control, the 1940 data were used as a bench mark 
to determine whether increases in rental rates should be granted. 

The wartime civilian defense program of urban centers was based 
on the integration of the defense plans of city blocks and neighbor- 
hoods with the plans for the community as a whole. The 1940 housing 
census data were used to obtain the number of households in each 
block and in defining homogeneous neighborhoods in building up the 
defense program. The efficiency of this defense organization was 
improved through the use of these statistics, even though there were 
no air raids and no foreign foes invaded our cities. 


Uses of the Data During the Reconversion Period. In the current . 


reconversion period results of the housing census are being used in 
several different ways. While substantial changes have occurred in 
certain aspects of the housing situation, the census still shows the 
basic relationship between various housing characteristics and the rental 
and tenure of the homes and the family income of the occupants of 
the homes during the comparatively normal period of 1940. The 
housing census also supplies a bench mark for the more recent sample 
surveys of housing. In November, 1945, the Bureau of the Census 
conducted such a sample survey which supplied statistics for the 
United States as a whole. The most significant result of this survey 
was information about the changes that had taken place in the period 
1940 to 1945. ' 

The Bureau of the Census and the Bureau of Labor Statistics have 
conducted surveys of the present living arrangements and future hous- 
ing plans of veterans. These surveys cover more than a hundred local 
areas and area sampling has been used in all of them. The area samples 
are based on the 1940 housing census data by blocks for many of 
those areas for which the data are available. 

The Enumeration and Definition of Various Housing Characteristics. 
The experience gained in enumerating and analyzing the 1940 census 
of housing will be most helpful when we formulate plans for the next 
housing census. The results of some aspects of the census were better 
than we had anticipated but some were not so good. We hope to 
retain those features which were highly satisfactory, and in the absence 
of more satisfactory alternatives, it may prove desirable to continue 
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some of the less satisfactoty of the 1940 procedures in spite of their 
shortcomings. Our experience with the following aspects of the census 
are worthy of mention: (1) In the enumeration of state of repair it 
was realized that difficulty would be encountered in establishing defi- 
nitions which would yield the required information and which would 
be uniformly applied by all the enumerators. (2) We realize that 
information concerning mortgage characteristics might not be highly 
accurate since most of the information would be obtained from house- 
wives. (3) The year in which each structure was built could not be 
obtained with accuracy from the occupants of many units, especially 
from tenants of the older houses. (4) The comparatively simple 
classifications of vacant units proved to be insufficient for any com- 
prehensive analysis of housing supply. (5) Some difficulty was en- 
countered in establishing and applying a definition of a dwelling unit. 
(6) In like manner, some difficulty was encountered with the census 
concepts of families and households. 

The Enumeration of State of Repair. When plans for the 1940 
census were being formulated, it was realized that many groups would 
wish to use the results of the census to determine the number and 
` location of substandard dwelling units throughout the country. The 
determination of when a dwelling unit is substandard represents a 
difficult problem. The census enumerators can determine with accuracy 
whether there is running water in a dwelling unit; whether there: is 
a flush toilet and a bathtub or shower in the structure for the use 
of occupants of the unit; how many rooms there are in the unit; 
whether the unit has central heating, a mechanical or ice refrigerator; 
and what type of fuel is used for heating and cooking. If the users 
of housing statistics could agree on a concept of standard and sub- 
standard units in terms of these items of facilities and equipment, 
the Census Bureau could then tabulate the various items and com- 
binations of them in the required form. 

Unfortunately, the various users are unable to concur on which 
items are required for a standard unit. Furthermore, there is a con- 
siderable number of units which are substandard because of the degree 
of deterioration or the state of repair of the unit, even though the 
unit is adequate in terms of the items specified above. It was decided 
that the census enumerator should determine whether or not each 
dwelling unit was in need of major repairs, in addition to determining 
the facilities and equipment of the house. The enumerator was in- 
structed to report a unit to be in need of major repair when parts 
of the structure, such as floors, roof, plaster, walls, or foundations, 
required major repair or replacement. A repair was major when its 
continued neglect would seriously impair. the soundness of the structure 
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and create a hazard to its safety as a place of residence. The enumerator 
was told to base the report on state of repair on his own observation 
without making any effort to inspect any rooms of the’ unit beyond 
those which he saw in the course of the enumeration and without 
asking the respondent for his opinion on the state of repair. More 
than 130,000 enumerators were employed in the 1940 census and, 
in spite of our attempts to be objective in the definition, it is obvious 
that not all of them reported state of repair in the same manner. 

A general review of the results, however, indicates that the. figures 
are surprisingly consistent and that state of repair was properly re- 
ported for most of the units. The statistics on this item do serve a 

useful purpose, if they are used with a little caution. Unless we succeed 
_in finding an acceptable substitute, it may prove desirable to retain 


state of repair as one of the items on the enumeration schedule for’ 


the 1950 census. 

The Enumeration of Mortgage Characteristics. The 1940 housing 
schedule contained a considerable number of questions relating to the 
amount and characteristics of the outstanding mortgage loans on owner- 
occupied, nonfarm properties. These characteristics include the amount 
outstanding on first mortgage and on junior liens, the interest rate, 
type of holder, and monthly payment on the first mortgage; and 
whether such payments include payments on principal and-on real es- 
tate taxes. Most of the information in the decennial census is obtained 


from housewives, and many housewives are not thoroughly familiar - 
with the characteristics of the mortgage loans on their homes. ‘The. ` 


results of these mortgage inquiries checked ey well, however, 
with various independent estimates. 

As indicated above, we have learned a great deal : since 1940 about 
the design and enumeration of sample surveys. We could probably 
obtain more accurate mortgage infotmation through a.sample approach. 
With a small coverage we could insist that the enumerator call back 
and secure the information from the husband if the housewife was 
unable to supply accurate information. It is probable, therefore, that 
this mortgage information will not appear on the over-all schedule for 
the next decennial census. 

The Enumeration of Year Built. The year in which the structure 
was built is another housing item on which the enumerated information 
is not highly accurate. The reported information shows concentration 


on 1930, 1920, and other years ending in “0” or “5,” indicating that ` 


many of the occupants of units, especially tenants, did not know the 
exact year when the structure was built and reported their best ap- 
. proximation. These approximations were good enough for most analyti- 
cal purposes, but would not be sufficiently accurate for an analysis 
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of the year-to-year fluctuation in building activity. There is a possibility 
that the item will be retained on the census schedule for 1950 as a 
rough indication of the age of the property in spite of its known 
limitations. : ` 

Expansion of Statistics Regarding Vacancy. The 1940 census of 
housing reported as vacant a total of nearly 2,500,000 dwelling units, 
or 6.6 per cent of all units. This group of vacant units included 600,000 
units which were not for sale or rent, and 1,900,000 which were for 
sale or rent, including units which had been sold or rented but were 
not yet occupied by their new occupants. 

During the war vacancy surveys were conducted on a sample basis 
at the request of the National Housing Agency by the Bureau of the 
Census and the Bureau of Labor Statistics. Using the concepts of 
1940, the earliest of these vacancy surveys seemed to indicate that 
many of the communities had a moderately satisfactory supply of 
vacant units at a time when the families of the community found it 
almost impossible to secure units which were satisfactory for their 
use and which were vacant and available to buy or rent. It became 
neéessary, therefore, to obtain further information concerning the 
units that were classified as vacant. The enumerators were instructed 
to determine whether the vacant units were “uninhabitable” or in 
need of major repairs. If the unit was in need of major repairs, it 
was determined whether units in similar condition in the same neighbor- 
hood were being occupied. On the basis of this information, the vacant 
units were classified into two major groups: the habitable vacant . 
units and those which were uninhabitable, including those so reported 
by the enumerator and also including units in need of major repairs 
when units in similar condition in the neighborhood were not being 
occupied, The habitable vacant units were further classified as: (1) 
offered for rent; (2) offered for sale only; (3) rented but not yet 
occupied; (4) sold but not yet occupied; and (5) other vacant units 
being held off the market for various reasons. 

The results of the sample survey conducted by the Bureau of the 
Census in November, 1945, indicate the importance of these various 
` groups of vacant units. This survey reports a total of 3,000,000 unoccu- 
pied dwelling units in the United States as a whole. Of this group, 
700,000 were uninhabitable units.. Of the 2,300,000 habitable vacant 
units, 200,000 were sold or rented but not yet occupied and 1,300,000 
were held off the sale or rental market for various reasons, leaving only . 
800,000 vacant habitable units that were for sale or rent. Information 
was also obtained in this survey regarding the facilities of the vacant 
units. The survey also shows that less than one-third of the vacant 
habitable units had all of the following facilities: electric light, running 
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water, private flush toilet, and private bath. In urban areas two-thirds of 
the vacant units had these facilities. Thus we have learned that it 
probably will prove desirable to obtain more information concerning 
the availability and condition of the units that are reported to be 
vacant in the next housing census. 

Definition of a Dwelling Unit. In 1940 the Census Bureau defined 
a household as a group of persons living together with common house- 
keeping arrangements and a dwelling unit as the space occupied by 
a household. The enumerator sometimes found it difficult to decide 
when a group of persons constituted a separate household, and thus 
were the occupants of a separate dwelling unit, and when they should 
be reported as members of a larger household and of a larger dwelling 
unit. To ‘avoid this difficulty, we have established more specific and 
more arbitrary definitions of the type of space that is to be reported 
as a separate dwelling unit. A group of rooms is now defined as a 
separate dwelling unit if it is occupied as separate living quarters 
and has separate installed cooking facilities or a separate entrance. 
A single room without cooking facilities is not a separate dwelling 
unit, unless it has a separate entrance and also has a private bath 
or is rented unfurnished. 

The Concept of Family, Household, etc. In the next decennial 
census of population and housing greater emphasis should be placed 
on the relationship between the various concepts of household, family, 
subfamily, and „married couple. The statistics for 1940 on these 
various items are reasonably satisfactory but the user of the statistics 
is often confused by the concepts. A household in 1940 included all 
of the persons living together and occupying a separate dwelling unit. 
A family comprised the head of a household and all members of the 
household who were related to the head. Thus, the number of families 
was exactly equal to the number of households. In addition to members 
of the family of the head, a household might include roomers, lodgers, 
and hired hands not related to the head but who were living in the 
household. A married couple of which the husband was not the head 
of the household was reported as a subfamily in 1940. Such a couple 
could be related to the head of the household and therefore be included 
as members of his family, or the couple could be living in the household 
as lodgers or roomers. In neither case would this couple be reported 
as a Separate family. 

The recent Census Bureau estimates of trends in number of families 
in the United States illustrates the danger of confusion in the family 
statistics. This report presents the estimated number of families for 
each year since 1940 and projects the estimates into the future to 
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1960." For the period 1940-45 it was recognized that the number of 
married couples was increasing but that many of these couples were 
not establishing separate homes and thus were not becoming separate 
families, at least in part because of the shortage of new homes. The 
continuing shortage of housing was taken into account in projecting 
the estimates of number of families into the near future. , 

Many additional couples and other groups would welcome the 
opportunity to occupy separate dwelling units and to become separate 
families if a greater supply of moderately-priced houses became avail- 
able. Since the estimated increase in number of families is restricted 
by the supply of housing, there is danger that this estimated increase 
will be interpreted as an indication of only a moderate potential demand 
for new homes. We at Census Bureau are now studying this problem 
of family concepts and hope to have an approach to it in 1950 which 
will increase the usefulness of the data. 

Summary. It is obvious that our approach to the housing questions 


on the 1950 decennial census will not be exactly the same as in 1940. ` 


Changes will occur because the problems in the housing field will not 
be the same as they were a decade ago. Furthermore, we shall profit 
from our experience with.the 1940 data. Nevertheless, it has been 
gratifying to find that our 1940 plans did work out very well and 
that the results of the census were useful even beyond our fondest 
expectations. 


>See release, series P-46, No. 4, Families in the United States: 1940 to 1960 (Washington, 
D.C.: Bureau of the Census). 
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‘OBJECTIVES AND ACCOMPLISHMENTS OF THE VETERANS’. 
EMERGENCY HOUSING PROGRAM > 


‘By ‘COLEMAN Woopsury í : 
University of Wisconsin 


‘When anyone, in a moment of weakness, agrees to take on a job 


‘like this paper, he sooner or later regrets it and seeks consolation 


wherever he can find it—on a desert isle, in psychoanalysis, or among 
the philosophers. I chose one of my favorite. social philosophers, Mr. 
Dooley. 

One of Mr. Dooley’s most amusing discourses is on history. His 


friend Hogan, who fancied himself as an amateur historian, came 


a cropper with a professional in the trade. Hogan was an admirer of 
Julius Caesar but the historian was not. As Mr. Dooley tells it: 


`- Anyhow, all I know: about Rome is what Hogan has told me an’ he was always 


boostin’ up Joolyus Cayzar to me. I got an idee fr’m Hogan’s talk that Joolyus Cayzar 
was a fine man; a little gay, mind ye, with th’ ladies, but 4 fine man. ... But this 
profissor iv histhry says Hogan is all. wrong. “Joolyus Cayzar was be no means th’ tulip 
he is pitchered be historyans nearer his time thin mesilf,” says he. “The further ye get 
away fr’m anny peeryod th’ betther ye can write about it. Ye. re not subjick to interruptions 


` be people that were there. 1 wud not undertake to write a histhry iv Peorya in nineteen . 


hundhred an’ eight, but if ye want th’ latest news from Rome two thousand years ago, 
hand.me that fountain pen... .” 

- Iam'sure the application of these remarks to my present predicament 
is quite obvious. And I.am sure that you who listen to this paper can 
recognize the difference between being, serious and being solemn. 

I am glad that the Program Committee has included the, veterans’ 
housing program in this meeting of the Association. Although nothing 
definitive can be said about it now, as Keynes once pointed out, if 
economists wish to have any influence on the course of affairs, they _ 
must come to grips with current problems:and do more than point ` 


out rather sententiously that after the storm is over the sea will be 


calm. again. And from-experience I know that pontification of that 


, sort not only is useless but to the boys in the boiler room is most annoy-~ 


ing—to, put it mildly. 

Just one more preliminary: anyone who talks bine a scientific 
organization on a controversial, current topic certainly owes hbis listeners 
a frank disclosure of his connections with it so that they may form’ 
their own opinions of his possible prejudices and of the perspective, 


or lack of it, that may go with his particular observation post. During. 
most of the war I worked for the National Housing Agency as Assistant ° 


Administrator on the program side of the shop. .I helped some in 


framing the untried veterans’ program that Mr. Blandford, NHA’s 


first Administrator, was putting forward in the latter months of 1945. 
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I had no part in developing the Wyatt program. In fact, my resignation, 
which had been pending for some time, became effective almost im- 
mediately after Mr. Wyatt took over. I was, however, in Washington 
at his request until late June of 1946 and have tried since then to keep 
up with the development of the program and with results under it. 

Despite the campaign carried on by at least one trade magazine and 
joined in occasionally by others, there is and has been a serious, 
widespread housing shortage. Those in the business who deny it, who 
would like to be left alone with the all but defenseless housing con- 
sumer might reflect on the remark of one man who said that he had 
been told there was no housing shortage—it was all just a rumor started 
by a lot of people who could not find a place to live. 

What can be said today that will make some contribution to the 
program of this Association and to an understanding of today’s housing 
issues? It is a very tough question to answer. For better or for worse, 
however, I have decided to try to do three things: (1) To outline 
briefly the main features (and only the main features) of the Blandford 
and Wyatt programs. (2) To sketch only the highlight results under 
_ Mr. Wyatt’s program during its ten months of operation. (3) To offer 
some comments on or, to use a word I do not like, some interpretations 
of the course of housing events during these programs. I hope these 
comments may throw some light on a complicated and often obscure 
scene and may stimulate more productive thought on future housing 
policy in this country. 

The Blandford program was never dramatically promulgated amid 
the clack of editorial typewriters and the popping of flashlight bulbs. 
It was put forward as it evolved. It appeared in various speeches by 
Mr. Blandford, in his testimony to Congressional committees, in con- 
ferences with leaders in the housebuilding and material supply business, 
housing officials, consumer, labor, and public interest groups. Un- 
fortunately this program was never seen as a whole by a large number 
of people. It proposed: 

1. To relax, during the latter stages of the war, the limitation of 
housing construction to the needs of in-migrant war workers. This 
was to take the edge off the most acute accumulated needs and to start 
an upswing of house building and materials production. Although 
delayed by some of the government agencies that later complained 
most bitterly about low housing production, this part of the program 
showed results. Housing starts increased in 1945 by about a third 
over 1944, This result looked mildly encouraging when the official 
estimates of demobilization were 234 million men in the first year or 
so after V-E Day. It looked small, maybe even insignificant, when 
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over 3 million men were demobilized in October and November, 1945, 
with more than 10 million scheduled for release in the fifteen months 
beginning October 1, 1945. 

2. To retain L-41, WPB’s basic construction limitation order, until 
material production showed signs of approaching volumes required 
by the unprecedented housing need. This was not done. Even before 
V-J Day a Construction Co-ordinator was appointed. Shortly after 
the surrender of the Japs, L-41 was loosened in various respects. In 
the latter part of September on the Co-ordinator’s recommendation 
its final repeal was announced for October 15. Later, to try to recover 
some of the ground lost by this move, priority assistance to house 
builders was reinstituted. CPA’s order PR-33 of January 15, 1946, 
gave rather weak priority to housing construction on about ten of the 
most critically short materials. To be eligible for this aid, houses 
had to be sold for not more than $10,000 or rented at $80 per month 
or less. Veterans were to have preference on occupancy. Builders were 
to be urged to build as far down the price-rental scales as they could. 

3. To make known the best estimates possible for immediate future 


housing need but (and this was held to be important) to avoid at all . 


costs overemphasis on these needs that might create panic, lead to 
desperation hnying, and push up further the prices of houses and their 
components. Incidentally, although nation-wide goals were not a part 
of the Blandford method, he did estimate that about 475,000 permanent 
units would be completed in the fifteen months for October 1, 1945, 
to the end of 1946. Late in 1945 some of his staff were suggesting that 
this figure be increased by 50,000 to 75,000. 

4. To stress, through mayors’ committees and every other feasible 


means, the best possible use of the existing housing supply and the ` 


duty of civilians to give the veteran a more than even break on the 
sizable volume of housing that comes on the market every year through 
voluntary doubling up, death, and other forms of family break-ups. 
As a part of this effort, veterans were to be given priority on all 
vacancies in the publicly-owned war-housing supply. The mayors’ 
committees were also to do what could be done locally to stimulate 
materials production, to encourage building code reform, and proper 
city planning. 

5. To re-use the temporary housing built by public agencies during 
the war by cutting up into panels and moving these structures from 
places where they were not badly needed. Although the first modest 
request to Congress for this obvious action was literally derided by 
a subcommittee of the House of Representatives Appropriations Com- 
mittee and was turned down‘flat, by the end of the year funds were 
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obtained from Congress for 100,000 re-use units—the number that 
then seemed likely to be available. The plan was to start with these 
and. to ask for more funds if and when more units might become 
available later on. 

6. To help WPB, later the Civilian Production Administration, in 
using its powers of inventory control, allocation or other spot-attacks 
on specific bottlenecks in materials manufacture and distribution. 

7. To ask Congress to put the brakes on price inflation in existing 
housing by making the first resale price of a house after a certain 
date the legal ceiling price until the end of the housing emergency. 
Federal and state agencies with powers, direct or indirect, over mort- 
gage lenders were to be asked to use their influence in avoiding unwise 
lending and overoptimistic appraisals. 

8. To urge the prompt passage of the Wagner-Ellender-Taft housing 
bill ‘that would increase government aid to rental housing, particularly 
in the low income and middle-market brackets, and also lay the ground- 
work for an orderly, long-term attack on all ranges of housing need 
and on all kinds of residential blight in urban areas. Part of the 
strategy was to avoid, if possible, confusing or diverting Congress from 
prompt and thorough consideration of this measure by requests for 
other less important legislation. á 

9. To encourage apprentice training for the building trades through 
the government units granted these powers in the Department of 
Labor and the Veterans Administration. 

10. To encourage conversions that would produce additional ac- 
commodations by increasing the allowable loans under Title I of FHA’s 
program from $2,500 to $5,000 and the length of such loans from 
about three years to seven years. 

11. When all real responsibility for the program was taken from 
Mr. Blandford’s hands, he was about to ask for an extension of Title 
VI of the National Housing Act that FHA had proved an effective 
stimulant to housing construction during the war. - 

The Wyatt program was formally announced on February 7, 1946. 
It was accompanied by a statement of the President’s unqualified ap- 
proval. In the next several days nearly everyone else who sets himself 
up to pass upon public issues approved it. Editorial writers, radio com- - 
mentators, magazine writers, Congressional leaders, state and local 
officials, labor leaders, officers of veterans’ organizations, educators, 
even trade association officers seemed to vie with one another in 
praising it. Certainly in the weeks after February 7 this program re- 
ceived many times the public attention and comment ever given before 
to a housing proposal or program in this country, and it was over- 
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whelmingly favorable To be sure, much of. the “fii clearly came 


‘from people who knew little about housing and who assumed, therefore, 
that the Wyatt program was all new.and different. Some ‘fat from 
trade associations and other lobbying groups was rather cagily phrased 


_+~with the emergency exits for rapid withdrawal quite apparent to - 


’ those who could read between the lines. But there it was—a chorus 
of approval and’ support. 
This fact'is no minor incident in any account or evaluation of the 
Wyatt program. It bears on Mr. Wyatt’s basic philosophy and method. 
, On many points he naturally and properly took over corresponding 
items. from the Blandford program—sometimes with incidental and 


sometimes with substantial modifications. The need estimates, primary 


. reliance on conventional private construction, re-use of temporary 
houses, priorities for house builders, Title VI of FHA’s act, mayors’ 
committees, control of prices of existing properties, the Wagner-Ellen- 
der-Taft bill, are examples. He added others—notably guaranteed mar- 
kets and premium payments, restriction of nonresidential building, RFC 
loans for materials production and facilities, price control of building 
sites, and a large assignment to prefabricators.. `“ 

. The fundamental difference, however, lay not in individual items 
but in the’ spirit and the’ method. Unlike Blandford, Wyatt clearly 
- was trying to organize a crusade. He set big goals; he said time and 
again that they could be reached. He tried to mobilize public opinion 
behind the whole program—a moral equivalent for war, if you will. 


He. used every means of publicity and public education he could put . 


his hands on from the. traditional speech before the National Press 


Club to movie shorts. He early brought the battle with the, real estate . 
-and building lobby out into the open. He clearly counted on arousing . 


public opinion to a point where it would stir manufacturers and builders 
to maximum efforts and -bowl over opposition that would not accept 
what seemed like reasonable compromise. 


Because of this widespread publicity it probably is not necessary _ 
to repeat here all fifteen of the points in the Wyatt program. The. 


chief. ones were: 

1. For the two years 1946 and 1947 Wyatt set a goal or target 
of 2,700,000 housing starts—not completions. For 1946 the figure 
was 1,200,000 units broken down into 700,000 conventional houses— 
including 50,000 conversions, 250,000 permanent prefabricated houses, 
_ and 250,000 temporary units—200,000 re-use, 50,000 trailers. For 1947 


. the goal was 1,500,000 starts—900,000 conventional units (the pro- ` 


portion of private and Deblie not specified), and 600,000 prefabricated 
houses. 
. In the early summer of 1946 the figures for that year were revised 


à 
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but the total remained the same. The new break down was 838,000 
conventional houses, including 100,000 conversions, 100,000 perma- 
nent prefabricated houses, and 262,000 temporary units, including 
50,000 trailers. Even if these goals were reached, according to the 
estimates accepted by Mr. Wyatt almost 500,000 more families would 
be living doubled-up at the end of 1947 than in October, 1945. 

2. Materials production was to be greatly expanded. When necessary, 
various stimulants were to be applied: premium payments for in- 
creased production, guaranteed markets, priorities and allocations of 
equipment and materials, use of war plants, rapid tax amortization 
of new plants, wage-price adjustments and price increases where not 
inflationary. 

3. The labor force for house building was to be tripled by midyear 
of 1947. This meant recruiting and training 1,500,000 workers for 
on-site and off-site work. 

4. All deferrable and nonessential construction was to be postponed 
during 1946. 

5. The federal government was to co-operate and assist in developing 
home sites, where necessary. 

6. “The largest part” of materials was to be channeled into housing 
to sell at less than $6,000 or rent for not more than $50 per month. 

7. More effective price controls werè to be applied to building 
materials. Rent control was to be continued. Price ceilings were to 
be placed on new and existing houses and on building lots. 

8. Substantial aids were to be offered prefabricators including tech- 
nical help, absorbing some of the development costs, and guaranteed 
markets “assuring full capacity operation.” 

9. Government loans were to be made when necessary to materials 
producers and prefabricators. 

What were the results of the Wyatt program? Before trying to answer 
that question a few facts should be recalled. An article in Fortune 
for January, 1947, starts by saying that the most powerful man in 
the country in 1946 was not John L. Lewis but Wilson Wyatt. On 
paper that may or may not have been true. He certainly had more - 
power than any other housing official in this country ever was granted. 
It is a fact, however, that some parts of the Wyatt program never were 
approved by Congress; for example, price control of existing properties 
and building lots and the Wagner-Ellender-Taft bill. Other parts, 
like postponement of nonresidential construction, were started too late 
and were applied with less than enthusiasm by other agencies of the 
government. Still others did not get far enough in ten months to show 
whether they were really needed or would be effective. Only five 
guaranteed market contracts were made—all with prefabricators, none 
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with materials manufacturers. The first contract with a prefabricator 
-7 was entered into in October, 1946. No systematic aid to site preparation 
was put into operation. Only three RFC loans for materials production 
were made—total amount $299,000. In October RFC also made com- 
mitments to lend $2,500,000 to prefabricators. I understand 
that NHA has recommended a number of other loans to RFC but no 
announcement of commitments by RFC has been made. With the 
Lustron Corporation deal out, the other loan commitments would 
total only a few million dollars more—a very small amount in pro- 
portion to the large goals set for prefabrication. We should not forget 
that Mr. Wyatt’s program was for two years and that it lasted ten 
months—with the handwriting on the wall for the last several weeks 
of that period. . 

Within the limits of this paper only one test of the effectiveness 
of the program seems feasible: how much of the veterans’ housing 
need was met while it was in operation? In other words, how much 
housing was produced for veterans and at what prices? Although this 
is a crude test, it is net unfair to. such a program. In fact, it might 
credit the program with some results to which it made little or no 
contribution but at least did not prevent. 

On the volume of starts the official record for 1946 was not available <= 
as this was written. Using the figures through November and estimating 
December's, a prucedure that will not mios the twelve-manth total 
very far, we have: conventional, permanent housing, 633,000 units 
(Wyatt’s first goal was 650,000; his second 738,000 units); con- 
versions, 65,000 (first goal 50,000; second 100,000); temporary re-use, 
191,000 units, including more than 85,000 dormitory units translated 
into family-equivalent units on the very questionable basis of two 
dormitory units equal to one family unit (first goal, 200,000; second, 
212,000 units); projects of public bodies and educational institutions 
without federal aid, preliminary throughout and including about 38,000 
dormitory units subject to the 2:1 conversion, 26,000 (no goal); 
trailers, 48,000 (first and second goals 50,000); prefabricated units, 
37,000 (first goal 250,000; second 100,000)—a total of 1,000,000 
units (with the dormitory joker out about 935,000), goal, 1,200,000. 

Now let us look at completions—the units people really live in. Al- 
though these figures are subject to a wide margin of error, again for 
twelve months of 1946 with December data estimated: conventional 
and prefabricated units, 455,000; conversions, 45,000; temporary re- 
use (again with the 2:1 family-equivalent ratio on dormitory units), 
100,000; projects of public bodies and educational institutions without 14 
federal aid (same comments as in table on starts), 8,000; trailers (this : 
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is the figure for factory shipments), 48,000; a total of 656,000. With 
the dormitory joker out again, the total is 626,000. 

The difference between starts and completions (about 310,000 units) 
deserves further investigation. It could be due to a low rate of starts in 
the early months of the year and a steady and rapid acceleration to the 
end of the period. Such a pattern clearly could account for a difference 
of that size. But that is not what happened. The high point for starts 
was a double peak—May and August; for conventional house building 
it was May. That leaves the other possible explanation: too many starts 
too early in the year for the volume of materials available, consequent 
delays in many completions due in part to materials being tied up in 
other unfinished units, fear among builders preparing to start, post- 
ponement of some of their starts, loss of momentum. And this explana- 
tion is supported by what reliable builders say and by what anyone can 
see in many cities throughout the country. It is a sad story—particu- 
larly sad because materials production was unmistakably the key to 
construction volume in 1946. That much was clear from the very start. 
And materials production picked up very well during the year—particu- 
larly in light of the fact that little or no increase was made in produc- 
tion facilities or capacity. Naturally production of some materials did 
better than others, but an index of construction materials production 
computed by the Department of Commerce shows that in April, 1946, 
output equaled the average monthly figure for 1941 and continued up- 
ward through October with only one small monthly downturn.’ And 
1941 was a big construction year and a good house building year— 
715,000 starts and 738,000 completions estimated. 

If this analysis is correct, it is most unfortunate that last fall and 
early winter the over-all volume of starts was still being stressed as if 
it were a positive contribution to the end objectives of the program. 

Prices of housing, sales prices and rentals, are quite as significant in 
meeting the veterans’ needs as the amount of housing produced. This 
was recognized in the first public statement of the Wyatt program. 
Point 9 of that program outline reads: “Channelling the largest part of 
materials into homes and rental housing, both farm and urban, selling 
for not more than $6,000 or renting for not more than $50 per month.” 
I believe that the phrase “largest part” was never officially defined but 


‘This index of materials production is not too good a measure of materials needed in 
residential building. It covers many items used in house building but the weighting 
of some reflects their use of in other kinds of construction. For example, 30.2% of the 
total weights are given to cement and asphalt roofing. Any index fairly designed to 
measure output of housing materials, however, would certainly show about the same 
kind of upswing. One computed by the Cleveland Trust Company to measure production 
of materials for housing shows that in August, 1946, output exceeded the average monthly 
figure for 1941. (The Cleveland Trust Company, Business Bulletin, October 15, 1946.) 
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during the first months of 1946 it was used in ways that ‘implied that it 
meant substantially more than one-half—maybe two-thirds or three- 
fourths—of the total. 

Such a meaning certainly could be defended in the light of at least 
two sets of facts: (1) A Bureau of the Census sample study for NHA 
in June, 1946, showed that the median weekly income of married vet- 
erans was $48—$2,400 for an optimistic fifty-week year. Distribution 
around the median was fairly normal. The median for all veterans was 
$40 per week or $2,000 for a full year. Of those who said they would 
be in the market to rent if they could find something they liked, over 
70 per cent thought they could not afford to pay more than $50 a month. 

-The median rental estimate of these families was $43. Of prospective 
home-buyers, 59 per cent of those who would buy if they could get what 
they wanted said that they could not afford to pay more than $6,000. 
The median of these estimates was $5,500. (2) Under present market 
conditions, the handing or filtering-down process works even less effec- 
tively than normally. > 

What are the results on this score of sales prices sand rentals? It is 
hard to say from the facts made available so far. Because of the im- 


portance of this sector in judging what the program accomplished, I . 


would suggest that the NHA ought to give us much more complete. facts 
before the final record of the past yoar is written. 


` We do know that the 62,600 family re-use units completed to Novern- 


- ber 30. by the Federal Public Housing Authority and managed by local 
authorities and other public bodies have relatively low. rentals—prob- 
ably nearly all of them between $30 and.$40 per month. Through 
November local public agencies without federal assistance had pro- 
vided 2,200 family units. Most of these rentals apparently would range 
from $30 to $60 with about one-half in the $50 to $60 bracket. 

For privately-built housing the picture is very blurred. From NHA’s 
official monthly. report for September we learn that from January 15 to 
some unspecified date, presumably August 31, 703,000 new, privately- 
financed, permanent units had been authorized; i.e., priority paper had 
been issued for them. Of these, 182,000 (roughly 26 per cent) were to 
be offered for rent. (I understand, however, that this figure includes 

‘units for which both rentals and sales prices were approved. No one 
knows how many of these will actually be rented.) Approximately one- 
third of all rental authorizations in this period were for rents less than 
$50 per month—the Wyatt program figure for low rents. One-third of 

- all sales authorizations were for prices under $6,500—zo? the original 

- Wyatt program dividing line which was $6,000. In the October report 
is the statement: “The median sales price for new privately constructed 
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units authorized to date is around $7,500; the rental median is about 
$60 a month.” 

These figures certainly give us the general impression that the original 
price-rental target was missed widely. Prices on housing under this 
program average much too high in relation to the veterans’ ability to 
pay. For this result several probable reasons are not hard to find: the 
general neglect of middle market housing in the past, the very well- 
developed profit motive of most house builders, the whetting of their 
appetites by constant reference to the unprecedented need, the delays 
in the building process due in part to too many starts early in the year, 
materials price and wage increases, the vicious attack on all price con- 
trols, the black market in lumber and other components. Whatever the 
reasons, the facts available so far are too sketchy. They are for authori- 
zations, not starts or completions. A median figure means little for a 
program of this kind without some knowledge of the distribution 
around it. 

In light of this record on costs and rentals as we can piece it together 
today, the strange career of the Wagner-Ellender-Taft bill is very hard 
to understand. In fact, I for one cannot understand it. Here was a meas- 
ure that had several financial provisions for helping to produce medium 
and low-rent housing: yield insurance, amendments and additions to 
FHA mortgage insurance, revisions and additions to the public housing 
program. It was the end result of more than a year and half of hard, 
patient work by its sponsors, by a special committee of the Senate, by 
the NHA Administrator and his staff and outside groups. It had been 
introduced before Mr. Wyatt came to Washington and hearings on it 
had been held by the Senate Committee on Banking and Currency. The 
sections of the bill referred to above most surely could have been modi- 
fied by its sponsors if necessary to make its provisions more productive 
in the veterans’ program. Even if they produced no rental housing 
before 1947 they could have been the means of re-enforcing the pro- 
gram’s weakest sector in the second half of the campaign. i 

Yet despite these facts the Wagner-Ellender-Taft bill died of what 
looks from a distance much like neglect and malnutrition. It was intro- 
duced in the Senate on November 14, 1945; hearings were begun on 
November 27. By mid-April, 1946, it had been reported by the Senate 
Committee, passed by the Senate without a dissenting vote, and intro- 
duced in the House. There it rested, fitfully no doubt, in the House 
Committee on Banking and Currency until late in July when a last 
minute attempt was made to have it reported out before the Congress 
adjourned. It was then so late, however, that all the bill’s opponents had 
to do was to ask for the kind of committee hearings that a measure of 
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this size and complexity no doubt deserved. The time was too short 
for this and the bill never got before the House of Representatives 
where, I am told by both its friends and opponents, it probably would 
have been passed. 

Someday, someone ought to tell the inside story of this piece of 
legislative history. Mere speculation on possible explanations is not 
worth while. Admit, if you will, that other bills thought necessary to 
the Wyatt program had taken a lot of time and effort. Admit further 
that the passage of these measures was not good for the Wagner- 
Ellender-Taft bill’s chances. The fact remains that a chance was lost 
to strengthen the program at its weakest point and it was lost without 
even the satisfaction of a finish fight. 

With this sketch in the broadest strokes of what happened under the 
Wyatt program, this section of the paper must end. Later, when more 
time, more complete facts, and more facilities are at hand, someone 
should take up systematically several parts of this program to see what 
was done and what was learned within these divisions—even if the 
influence of some of them did not go very far outside. The premium 
payment plans for materials production, the labor recruitment and 
training efforts, the work, both technical and financial, on prefabricated 
or industrial housing and on land and site problems, the activities of 
the mayors’ commuittees—all of these deserve sludy. And that study 
should begin before they become too cold and before those who can 
put flesh and blood around the skeleton of statistics and agency orders 
become interested in other things or decide there must be some easier 
way to make a living than being a housing bureaucrat in Washington. 

Now finally I would like to suggest a few preliminary conclusions or, 
perhaps better, hypotheses for the truths that we should sometime sift 


out of the pile of facts, near facts, charges and countercharges, achieve- 


ments and failures that have come from the veterans’ housing program. 
Maybe one or two of these hypotheses will apply more broadly through 
the economy. Because the time is short I will put them rather bluntly. 
From this please do not think these opinions are dogmatic—far from it. 

The longer I look at reconversion housing the more convinced I am 
that the biggest mistake was the repeal of L-41 in the fall of 1945. It 
gave about the worst possible economic and psychological setting for 
the attack on veterans’ and accumulated civilian housing needs. Al- 
though reversed in part by PR-33 and later more completely by the 
Wyatt program (the first of these within a relatively few weeks), the 
harm was done. Every prospective builder of a nonresidential structure, 
from a filling station to a race track, was given the green light. Every- 
where during that fall and early winter, plans and specifications were 
speeded ip so that an early start could be made on actual construction. 
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Lobbyists in Washington and elsewhere concluded that if the Adminis- 
tration would pull out of one important consumer-protection control 
so quickly and on such a flimsy case, it would be vulnerable to attack on 
- many other fronts. Many good men in Washington decided the time 
had come to look elsewhere for jobs; they were missed later. The. inti- 
mation in the announcement of repeal that if things did not turn out as 
expected controls would have to be put back, fooled no one. Nation- 
wide control actions on large sectors of the economy cannot be turned 
off and on successfully like a shower bath. The black markets after the 
Wyatt regulations were imposed as well as the price control fiasco last 
summer are evidence on this point. 

In short and in the quaint academic language you are now used to 
in this paper, the early repeal of L-41 was a boner of the first order. 
Perhaps it is significant in some way that the two men most responsible 
for that action, Messrs. Snyder and Krug, are now both cabinet officers 
and the three who opposed it to the very end, Messrs. Bowles, Bland- 
ford, and William H. Davis, then Director of Economic Stabilization, 
were all out of the government service within a few months. 

From the recent housing program we may gain some insight into 
the pros and cons, the do’s and don’ts of what may be called the “goals 
technique” in public affairs. The evolution of this device during the war 
ought not to be passed over too lightly. In the kind of world we may be 
living in before long, it may have some unappreciated possibilities in 
wider fields than sales campaigns and community fund drives. And it 
may have dangers, too. 

I have suggested already one tentative rule for running a goals pro- 
gram: set up your goals in units that fairly measure the end result you 
are trying to realize. Tentative rule number two may sound a little like 
Dale Carnegie: do not forget to ask how all parts of your program may 
sound to the people whose action is essential to its success. What may 
seem to you a minor inconsistency may look to them like a fatal fallacy. 
In other words, do not expect thousands of young fellows to rush into 
apprenticeships in the building trades when you say that prefabricated 
house production is going to rise in two years from practically nothing 
to 600,000 units per year. i 

Even if you point oft that in the second year 900,000 houses will 
be built by conventional methods you have not satisfied the prospective 
apprentices—let alone those in the trades who have to agree to raising 
apprenticeship quotas. If young men are thinking of going into a fairly 
long apprenticeship for what has been traditionally an uncertain employ- 
ment, they will be wondering not whether they will have a job next 
year but whether they will be able to make a decent living for themselves 
and their families five, ten, twenty years from now, 
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In what circumstances a goals program is likely to do more good than ~- 


_ harm is a question to ponder. The classic example of success in this 
* method is President Roosevelt’s goal of 50,000 airplanes. But that goal 


was first announced in 1940 when the nation was not taking the dangers . 


of. war too seriously, when some people were content to have a good 
` time on the first fat pay envelopes and dividend checks in some years, 
and when most Americans were ill-equipped by training or experience 
to understand the material and equipment demands of a global war. Mr. 


Roosevelt’s demand for 50,000 planes jarred: through many people’s 
complacency, lifted their sights, stirred them to action. Was the pre- - 


. vailing attitude toward the veterans’ housing need in February, 1946, 
one of complacency and underestimation? Are there other circumstances 
‘in which the nation-wide goals technique is the best means of stimulating 
needed action? 

My next’ comment is related to but still separable from this inade- 
` quate discussion of the goals technique. As you all know, a current form 
of economic-political liberalism or progressiveness is based on the belief 
that we now have the technical and administrative equipment to sup- 
port a much higher standard of living than most people in this or any 


other country have ever enjoyed or, in fact, have thought possible. The 


“problem is to keep the economic machine operating at a reasonable 
percentage of capacity and to keep it fit and growing. Professor Hansen, 


Lord Keynes, and others have elaborated an-analysis of why we have _ 


failed to-do this in the past and have made many suggestions on how we 
can do better in the future. 

A somewhat related, popular view of recent housing policy might have 
been put about like this: Look what we did in war production. We 
swamped the world with machines and equipment—tanks, jeeps, mer- 
chant ships we built in days, a bigger navy than all the rest of the world 


put together, radar, superforts by the thousands, landing barges by the ~- 


hundreds, more guns and shells than you can count. Build a million and 
a quarter houses in the first year after the war? Sure—it ought to'be a 
million and a half or two million. A quarter of a million prefabs in 1946? 
Why not? It’s easy—make ’em in airplane plants. It’s nothing to what 
we did during the war. Kick the old fogeys in industry and govern- 
‘ ment out of the way and let somebody run who can. l 

All of us have heard or read statements of that kind or at least with 
the same import. Undoubtedly there is something to them—they just 
cannot be brushed aside. But in their extreme forth, like my example, 
. they may be.-dangerous to the very ends that their proponents seek. 
The analogy of war and peacetime production has some weaknesses that 
are e hot too hard to point out. I would suggest that as usually” ‘applied 
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to reconversion housing policy they are subject to another kind of error: 
they are based on a mistaken conception of the speed of war production. 

The trouble seems to be that on the production front the war was a 
thirty-ring circus. New weapons, new inventions, new ways of doing 
things were coming to popular attention in a steady stream. Most of us 
knew little or nothing about them until they were well along in produc- 
tion or application. Because they came along.so fast, we more or less 
unconsciously concluded that their development and production time 
must have been very short when, as matter of fact, this simply was not 
so for most of them. Let me try to illustrate what I mean. 

In the latter stages of the war and the early reconversion period the 
Department of Commerce sent around to various offices in Washington 
a series of little leaflets on home-front items—most of them, as I recall, 
on reconversion problems and possibilities but with quite a few refer- 
ences to wartime production. One of these items has stayed in my mind; 
I hope the Department will continue the study of it and before long 
make the results generally available. It was an anlysis of the time re- 
quired from the cut-off date in the manufacture of one product until the 
new product reached either the peak output rate of its predecessor or 
the monthly production goal set for the new product. In other words, 
it was a measurement of the time required in highly organized and 
integrated industries to prepare for, organize, and reach volume produc- 
tion. It did not include time required for designing, blueprinting, 
building, and testing models 

Three examples were given—one from civilian and two from war 
production. The first was the Ford Company’s shift from Model T to - 
Model A. The second was an average of the time required in reaching 
full production of new aircraft models and in making some existing 
models in newly opened plants. The third was the time required to 
change over plants making civilian products to the production of a new 
infantry rifle. For each of these, the length of the period was about 
eighteen months and simple charts of output by months showed a con- 
cave curve upward. 

Now, there is no magic in the period of eighteen months. Other items 
may have taken more or less. The nature of the output curve is signifi- 
cant. But for our purposes, I suggest that the most pertinent conclusion 
is that organizing and reaching volume production of a complicated 
product takes considerable time even in the best regulated industries— 
in peacetime or in war. 

. My brief description of this analysis may not be entirely accurate 
in all details but I am sure it is good enough for our purposes ‘here. 
Neither am I saying that Ford’s and the wartime performances cannot 
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be bettered. The moral I draw from these facts, however, is that in 
recognizing the great productivity of modern industries and in urging 
that this productivity should be turned loose for socially desirable ends, 
such as housing, we should temper our expectations and predictions 
with the hard realities of production facts. If we fail to do this, our 
whole line of argument may be discredited and we shall play right into 
the hands of those who think their interests are best served in a cautious 
economy of scarcity and traditionalism. 

Coming back for a moment a little closer to the recent housing events, 

I have three more observations that I shall only mention. 
_ In my opinion one of the weaknesses of the war housing program was 
its failure to hold down the sales prices of existing housing. If this had 
been done, considerable hardships would have been alleviated and some 
of the difficulties of housing in the reconversion period would be less 
formidable. During the war, no one seemed to have a feasible plan for 
controlling sales prices of an unstandardized commodity of this kind 
in thousands of local markets throughout the country. After the war 
was over we hit upon a formula that I think would have worked: allow 
a first sale at whatever a property would bring but make that sales 
price the legal maximum for that property during the rest of the neces- 
sary period of control. Of course, this principle could be modified in 
various ways but it seems to me basically sound and workable. When it 
finally was brought forward the Congress was in no mood to give it a 
trial. 

Next, events of the last eighteen months make clear that those con- 
cerned with housing in this country, whether as government officials, 
large-scale operators, students, or what not, should give much more 
attention than we have in the past to the structure, methods, peculiari- 
ties, and potentialities of the house building business or industry—in- 
cluding materials manufacture and distribution. We simply do not 
know enough about it and apparently no one else does either. In recent 
years, we have centered our attention too much on housing finance and 
ways and means of improving it. All and all this has been time well 
spent but we must find ways and means of covering the other field too. 
We cannot do all we should in housing in the years ahead if in this area 
we remain at the mercy of the kind of analysis and advice—largely from 
people to whom housing is a third-string sideline—that has been re- 
sponsible in part for the reconversion mix-ups in housing. And in saying 
this I am thinking not only of parts of the Wyatt program but of some 
of the happenings in the preceding months as well. 

Finally, whatever may be said about the reconversion or long-range 
housing policy of the federal government, it is, I believe, a fact that 
most local communities are not ready for the flood of housing construc- 
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tion that is coming before very long—probably beginning this year if 
high building costs or a sharp business recession do not choke it off. City 
planning, subdivision control ordinances, local market analyses, and 
building codes are all, by and large, only a shadow of what they should 
be if the coming volume of new houses is to be made a factor in building 
more pleasant, convenient, and kindly cities and towns. 

In concluding, may I repeat that no one can reach a fair judgment 
- now on where the balance of success and failure lies in the Wyatt 
program; the time, many of the facts, the perspective are all lacking. 
Possibly this paper has given undue attention to the weaknesses of the 
program but I hope not. If so, it may be because it is often easier to 
learn from mistakes than from accomplishment. I hope also from this 
paper it is clear that what can only be called the failures of the program 
are not by any means Mr. Wyatt’s sole responsibility. He could not 
be expected to reform over night all the weak spots in the industry, the 
National Housing Agency, several other government units, the Congress, 
and in expert and public understanding of housing issues—and all of 
these have contributed to the results. Whether he should not have recog- 
nized them more clearly in formulating his program is, of course, a fair 
but separate question. 

At any rate, perhaps this paper has opened up a bit some parts of 
the subject and made it a little easier for others of you to carry on the 
exploration and study that at Rouse economics and policy should receive 
in the future. 


DISCUSSION 


ARTHUR M. Werer: It is a privilege to discuss Mr. Brunsman’s interesting 
and stimulating paper on the 1940 census of housing. He has been closely 
associated with the field of housing statistics for some time and has made 
many contributions to its development. 

While he has pointed out a wide number of uses to which the materials of 
the 1940 census of housing have been put, it is probable that these materials 
would be used even more widely if. more complete information were dis- 
seminated about them and their potential uses. 

For example, we would expect a rather widespread use of these materials 
by real estate men and by mortgage lenders. While there are evidences of 
such uses, it is also apparent that many people in these fields do not know 
what kinds of materials are included in the census of housing and they have 
never used them. In order to secure information about the uses of these 
materials by real estate operators and mortgage lenders, a number of letters 
were sent to representative firms, associations, and individuals. These letters 
brought such responses as this: : 

I have been very enthusiastic over the use of the block statistics in my appraisal 
work but the spread of ten years between reports is too great. As to the material 
gathered—I think it is fine and very comprehensive. However, I do not believe that 
these reports have been used very much due to Jack of publicity and to lack of training 
of the individual in the use of the material. 

This report is from one of the outstanding appraisers in the Indianapolis 
area. 

A mortgage lender in Chicago writes: 

My opinion is that the materials in the 1940 housing census are used very little in 
the real estate business. . . . I should say that most of the people in the real estate 
business do not know that they exist. Even if they did know and used the materials, 
they would have difficulty in interpreting them. While I know that as a policy, the 
Census Bureau does not interpret their figures, it is the thought of many people that 
they would serve a much better purpose if analysis and interpretation were included. 


In the absence of such analysis and interpretation, I believe most of the census figures 
will be used only by research organizations and educational institutions. 


Another mortgage lender writes: 


We have in our files a copy of the 1940 housing census. When we first received it, 
we all studied the various area breakdowns and found that our own estimates as to 
value of improvements and the economic standing of the inhabitants were not far off 
the actual. These checks were comforting because facts are pretty solid backgrounds 
for any program, loaning or otherwise. ... My impression of the use of these statistics 
is based on the fact that few people handling real estate problems are trained to 
appreciate the values of such statistics. Also relatively few of such folks know about 
these statistics. 


From the president of the Federal Home Loan Bank of Indianapolis comes 
this statement: 


I doubt that the average home builder, real estate broker, or lending institution is 
very familiar with the data accumulated by the census. However, in our own instance, 


we endeavor to obtain every bit of material on housing in Indiana and Michigan that - 


was published by the Bureau of the Census and distributed it to the building and loan 
associations throughout those two states. Insofar as I know, howéver, no use whatsoever 
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was made of this material other than by the undersigned who used the materials from 
time to time in making estimates of the market and the like. 


This report goes on to suggest the following: 


+ . » emphasize first the need for releasing the material while the figures are still 
current, and second, the need for getting it into the hands of trade association executives 
and other individuals similarly situated who could interpret it and perhaps get some 
interest in it among the business people to whom it would be useful. However, I think 
the major use of this type of material will continue to be made by government agencies, 
national manufacturers, and the like rather than by the smal, local operators of various 

nas. 

Reactions from at least two trade association executives are interesting 
with respect to this latter point. One says: 

Personally, I feel that the 1940 census of housing is invaluable to us in the office. 
Over a period of years, we have referred to it many, many times in looking for answers to 
questions of the public as well as our own members. . . . I do not believe that they 
are too technical or too complex for practical use, for if they were we wouldn't have 
had our own members borrowing these copies many times during the last few years. 

Another trade association report is less enthusiastic but generally favorable, 
and stresses the point that these materials are used chiefly at the policy 
. making level and that not much use is made of them to serve the processes 
of local financing. This report also states: 

I believe that absentee lenders have made considerable use of the housing census. 
Dr. Irving Bussing of the Savings Bank Trust Company in New York State has headed 
up an extensive study of 148 metropolitan’ areas coincident to a proposed program of 
buying FHA mortgages (and possibly G.I. loans) on a nationwide scale. ... From my 
use of these data, I feel they are very well assembled. They appear forbidding by their 
very massiveness but if a stranger will first look to see what they show, he will have 
little trouble working with those phases of the reports which are of interest to him. 

A lending officer of an insurance company reports that the materials of 
the 1940 census of housing have proved to be extremely valuable for the 
purpose of making comparisons between neighborhood areas. 

Next to the larger mortgage lenders, appraisers apparently made greatest 
use of these census materials, The Appraisal Journal, for example, presented 
in its April, 1946, issue a rather complete article by J. C. Capt, Director 
of the Bureau of the Census, on “Appraisal Significance of Census Statistics.” 

While these statements regarding the uses of the 1940 census of housing 
are interesting, it is difficult to determine whether they are really repre- 
sentative of the real estate and mortgage lending fields. The people who were 
invited to comment were selected with a view to securing a fairly representa- 
tive group, but the coverage was not wide. 

It may be that some useful purpose would be served if the Bureau of the 
Census or some other agency made a survey of the actual uses of the census 
by various types of business and governmental users prior to the taking of 
the next census. Such a survey might provide valuable information which 
would be of assistance in planning the next census. 

In addition, it might be desirable to hold a series of clinics regarding the 
nature of the materials and some of their possible uses. Perhaps trade as- 
sociations and universities could be helpful in this connection. 
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Mr. Woodbury has covered a broad field in a very interesting and competent 
manner. It may be that we need in meetings like this a little more of his 
“quaint academic language.” His presentation of this paper will stimulate 
much useful thought and discussion, 

Several points may be worth further consideration. 

1. It may be that the Blandford and Wyatt programs hit rough going in 
the postwar period because our war housing program left much to be desired. 
It was at best a partial program. We should have rationed space when we 
set up rent controls and done it for both owned and rental housing. Obviously 
we cannot regulate half a market and in that half regulate prices without 
providing for the rationing of supply. 

Probably we could not have maintained space rationing for very long once 
the war ended—but it could have been held as long as rent controls were in 
force and led to a more efficient use of our available supply. 

2. Both the Wyatt and the Blandford programs were pointed to new con- 
struction. It seems that little attention was given to the available supply. Yet 
the supply of housing in 1940, despite the additions made during the war years 
and since, was a very large total. A million units a year would represent 
only about 3 per cent of that total. A 5 per cent increase in the efficiency 
with which real estate resources were used would have done more than a< 
program even more ambitious on paper than that of Mr. Wyatt. Had more 
attention been given to an efficient use of available housing and less to new 
construction, which we know now cannot be stepped up very fast, we might 
have been better off. Of course, this would have meant facing the unpleasant 
fact that we could not build new houses for all the veterans as soon as they 
were demobilized. 

3. We probably looked to the Wyatt program, as we often do in such 
cases, as a panacea for a whole set of problems. Unfortunately, there are 
no panaceas for our housing ills. We need a much broader approach to their 
solution than we have as yet adopted, including a heavy emphasis on the 
technical side, as Mr. Woodbury has suggested. Houses become more complex 
and more ‘expensive rather than simpler and cheaper. Maybe we need to 
invent a new way of housing ourselves entirely. 

4. Certainly the Wyatt program served to show all of us the multitudes 
of special interests and selfish persons and groups who have a stake in 
housing. These are facts of life which we must recognize for future guidance. 
These groups and persons are of all types—they are in government as well 
as business, in country as well as town, in labor as well as capital. We need 
to learn how to harness these special interests and persons together rather 
than to derive wedges between them or, as Wyatt did, to try to fight them. 

5. Maybe we should compare Wyatt to Knutson rather than to Nelson 
when we evaluate this program. After all, the early war production program 
was not such a howling success during the period that we seemed unable 
to stop producing automobiles. Maybe Wyatt, like Knutson, believed the 
American people were patriotic on the one,hand, or interested in the veteran, À 
on the other. 
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Mires L. Corean: In commenting upon Mr. Woodbury’s excellent paper, 
I want first to give my own interpretation of certain events early in the 
postwar period which is at slight variance with his. 

The postwar construction program was started on two fallacies: (1) that 
there was going to be serious unemployment, and (2) that the construction 
industry had no reconversion problems and consequently could be used to 
take up the slack quickly. 

The first step was to remove nonresidential construction from restriction 
on the theory that jobs would be provided not only by the work involved 
but also in the completed structures. With this move, the then newly appointed 
Construction Co-ordinator had no part, it being an accomplished fact before 
he had his office organized. He then proceeded along two lines: to get housing 
at least on a par with nonresidential construction (this meant the final abolition 
of the limitation order); and to restore a high volume of materials production 
before the spring building season. The first objective he was able to accomplish 
after about six weeks during which nonresidential construction pre-empted 
the scarce supplies then available. On the second he was thwarted by the 
doctrinaire attitude of OPA, and, as a result, he withdrew from the scene. 

The subsequent Wyatt program was, in my opinion, a major contributor 
to the inflationary trend during 1946. With its exaggeration of the crisis, 
it created a scare psychology which produced panic buying on the one hand . 
and extortion on the other. By pushing “starts” ahead of an adequate 
materials supply, it added in numerous ways to the increase in construction 
costs. ; 
At the same time, Mr. Wyatt lost the confidence of those in industry upon 
whom he depended for success. Irresponsible demands for the achievement 
of impossible goals created consternation, which quickly turned to suspicion 
and fear as threats were made as to what might happen to industry if the 
goals were not achieved. 

I agree with Mr. Weimer and Mr. Radcliffe that the failure to control 
house sales prices along with rents resulted in an inefficient use of the 
housing supply; but I do not believe any effective plan of control could 
be devised. Certainly no effective method was devised either in Britain or 
Canada. Nor do I follow Mr. Weimer on the need he sees for “harnessing” 
the elements of the industry, though I admit readily that no one part of the 
economy can be controlled without ultimately controlling it all. Instead, 
I expect improvement to follow from increasing freedom, and I believe that 
the results of increasing freedom are evident in the adjustments in the 
market already taking place. 

I should like to put in a defense of lobbyists, who were used rather 
roughly by Mr. Woodbury. A lobbyist, as often defined, is someone who 
opposes your own pet measure. Anyone agreeing with you is not lobbying 
but exercising his constitutional right of petition. In the Wagner-Ellender-Taft 
situation, for instance, there were lobbies arrayed in favor of the bill just 
as thorougly organized and as aggressively led as those which opposed it. 

Anyone familiar with the working of our government will agree that 
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lobbyists play an important, if not an essential, part in it, a part officially 

- recognized in the act reorganizing the Congress. Through them the attitudes 
of the numerous private interests in the country are made known to the 
Congress; and up to now lobbies have been almost the sole sources of informa- 
tion outside the executive departments. One experienced Congressman once 
said to me: “We live in an atmosphere of pressure. Our job is to weigh 
pressures.” On the whole, I think Congressmen do-that job pretty shrewdly 
and are not deceived by simulated pressures. 

One word on Mr. Brunsman’s paper.-I have found the confusion between 
the terms “family” and “household” to give great difficulty in using the 
population and housing censuses in connection with market estimates, I am 
glad to know that the Census Bureau is working on this problem, And a 
final word on lobbying. I hope all of you, in your individual and organizational 

` capacities, will do some effective lobbying for another housing census. 


INTERNATIONAL TRADE ORGANIZATION 


THE LONDON DRAFT OF A CHARTER FOR AN 
INTERNATIONAL TRADE ORGANIZATION 


By Cia Witcox 
Department of State 


The London meeting of the Preparatory Committee for an Inter- 
national Conference on Trade and Employment, in October and No- 
vember, 1946, represents a single step in a long program of international 
collaboration with respect to trade policy in which the initiative, at 
every stage, has been taken by the United States. This program had 
its origin in the Hull Trade Agreements legislation in 1934 and found 
expression in the Atlantic Charter in 1941, the Mutual Aid Agreements 
in 1942, and the Bretton Woods Agreements in 1944. In 1945, it moti- 
vated the renewal of the Trade Agreements Act, the conclusion of the 
Anglo-American Financial Agreement, the publication of the American 
Proposals for Expansion of World Trade and Employment, and the 
issuance to fifteen other countries of invitations to participate in trade 
agreement negotiations. In 1946, it led to the adoption by the Economic 
and Social Council of a resolution, introduced by the United States, 
providing for the calling of an International Conference on Trade and 
Employment and setting up the Preparatory Committee; to the prepara- 
tion, circulation, and publication by the United States of the Suggested 
Charter for an International Trade Organization; to the discussion of 
this draft with the other governments represented on the preparatory 
committee; and to its adoption by the Preparatory Committee as the 
basis of the deliberations at its first meeting. 

The next steps, in their chronological order, are the public hearings on 
the tariff list in Washington, beginning on January 13, 1947, the meet- 
ing of an Interim Drafting Committee in New York, beginning on 
January 20, 1947, the public hearings on the draft charter in Washing- 
ton and other cities, beginning on February 25, 1947, the second meet- 
ing of the Preparatory Committee, incorporating the trade agreement 
negotiations, in Geneva, beginning April 10, 1947, and the International 
Conference on Trade and Employment sometime in the fall of 1947. The 
instrument that emerges from this conference will be submitted to the 
Congress of the United States and to the governments of other countries, 
and, with their approval, the International Trade Organization should 
be established sometime in 1948. : 

At its meeting in London, the Preparatory Committee considered 
drafts of texts of eighty-nine articles prepared for possible inclusion in 
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a charter of ai International Trade Organization. On two of these 


articles (those dealing with complete state monopolies of import trade ` 


and with relations with nonmembers) it deferred action until its second 
meeting. On-eleven articles (dealing primarily with formal and organiza- 


“ tional matters and with indirect forms of protection) it referred thé .” 
texts to the Interim Drafting Committee. On two other articles (deal-" 
ing with voting in the International Trade Organization and with ' 


. membership on the executive bodrd of the Organization) it came to no 
agreement and instructed the Interim Drafting Committee to prepare 
alternative drafts.‘On the other seventy-four articles, covering all of the 
important substantive questions that were before the committee, and 
most of the detailed provisions with respect to organization, it came 
to wide agreement. On two of these articles, three delegations recorded 
reservations and fourteen agreed. On three others, two delegations 
recorded reservations and fifteen agreed. On each of six others, one 
delegation reserved its position and sixteen agreed. On the remaining 
sixty-three articles, agreement was unanimous. 

Tt should be emphasized that the work of the meeting was carried 
on at the expert level, that the negotiations were preparatory rather 
than conclusive, and that the positions taken involve no final commit- 


ments. It is nonetheless true that the committee has carried the work - 


of drafting a world trade charter to a stage that should make possible 
its approval without major changes in principle. 

At its final session, the committee also approved the reports of six 
subcommittees, cutlining in detail the issues discussed, the views 
expressed, and the agreements reached on employment, economic de- 
velopment, commercial policy, restrictive business practices, commodity 
arrangements, and organization. The report of the subcommittee on 
commercial policy includes a detailed memorandum on “Procedures 
for Giving Effect to Certain Provisions of the Proposed I.T.O. Charter 
by Means of a General Agreement on Tariffs and Trade Among the 
Members of the Preparatory Committee.” Approval of this memoran- 
dum establishes an agreed procedure to be followed in the reciprocal 
trade negotiations at Geneva this spring. In the meantime, it commits 
the governments concerned, morally if not legally, to a trade restriction 
truce. 

The problems to which the meeting devoted the major part of its 
attention, and the problems which were most important from the point 
of view of the United States, were those arising in the field of commer- 
cial policy. Here, the pattern adopted, as suggested in the American 
proposals, was the enunciation of a general rule, the enumeration of 
specific exceptions to the general rule, narrowly limited and precisely 
defined, the establishment of regulations and procedures whereby mem- 
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bers of the Organization may avail themselves of thesé ‘exceptions, and 

the provisions of penalties that may be imposed in cases.of violation. 
, This pattern can best be illustrated by its application: to the principal 

issue that came before the meeting: the desire of many countries to 
` retain a large measure of freedom to impose quantitative restrictions 
-on their trade and the insistence of the United States and certain other 

delegations that quantitative restrictions should be condemned in prin- 
- ciple and that the right to employ them should be strictly limited. 


I. Quantitative Restrictions and Exchange Control 


In the London draft, the general rule with respect to quantitative 
restrictions is stated as follows: “no prohibition or restriction, other 
than duties, taxes, or other charges, whether made effective through 
quotas, import licenses or other measures, shall be imposed or main- 
tained by any member country, on the importation of any product of 
any other member country, or on the exportation or sale for export, 
of any product destined for any other member country.” 

Detailed exceptions to this general rule permit the use of (1) transi- 
tional export or import prohibitions designed to effect the equitable 
distribution of products in short supply, the maintenance of wartime 
price control, and the orderly liquidation of government surpluses and 
war industries, (2) temporary export restrictions designed to relieve 
critical shortages of foodstuffs and other essential products, (3) con- 
trols required to enforce the observance of standards for the classifi- 
cation and grading of commodities, (4) export or import quotas estab- 
lished under intergovernmental commodity agreements, (5) restrictions 
designed to confer a monopoly upon a state-trading enterprise, and (6) 
import quotas on agricultural and fisheries products required to enforce 
domestic production and marketing restrictions and surplus disposal 
programs, provided that such quotas do not reduce the share of imports 
in the domestic market. 

Of greater importance is a final exception which permits a member 
of the Organization to employ import controls as a means of safeguard- 
ing its balancoof payments. Here the test is the member’s need “(1) to 
stop or to forestall the imminent threat of a serious decline in the level 

_ of monetary reserves, or (2) in the case of a member with very low 
monetary reserves, to achieve a reasonable rate of increase in its 
reserves.” Under this provision, a member may also “select imports 
for restriction on the grounds of essentiality,” but it “shall avoid all 
unnecessary damage to the commercial interests of other members” and 
it shall not carry such restriction “to the point at which it involves the 
complete exclusion of imports of any class of goods.” 

A member considering the imposition of new restrictions is required 
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to consult with the Organization “as to the nature of its balance of 
payments. difficulties, the various corrective measures which may, be 
_ available, and the possible effects. of such measures on the economies .. 
_ of other. members.” ‘A member maintaining or intensifying existing 
restrictions may also be required ‘to consult with the Organization at 
any time with regard to “alternative methods . . . of meeting its balance 
of payments difficulties.” The International Monetary Fund is to be 
invited to participate in all such consultations. 

Any member may complain that another member is employing quan- 
titative restrictions in a manner inconsistent with the provisions of the 
charter or unnecessarily damaging to its trade. The Organization will 
then consider the complaint, in consultation with the International 
Monetary Fund, and if it is found to be justified, may recommend the 
withdrawal or modification of the restrictions in question. If the offend- 
‘ing member does not comply with its recommendation, the Organization 
may then release the other members, in whole or in part, from their 
obligations toward the member in question, permitting them, for 
- instance, to withhold from it the tariff concessions which they have 
made.. 

In order to avoid the imposition of such a penalty, a member may 
request the Organization to give prior approval to restrictions which 
it desires to maintain or to impose or to a statement of the circum- 
‘stances under which such restrictions may be imposed. The Organiza- 
tion, after consulting the International Monetary Fund, may grant 
- such approval, specifying the general extent, degree, and duration of 
the restrictions permitted. Thereafter, no other member may success- 
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fully challenge the legitimacy of the restrictions falling within the scope 


of the approval, but a member may still seek redress for unnecessary 
stringency in their application to particular products. . 
Members are required to relax their quantitative restrictions as the 
difficulties which justified their imposition are improved and to elimi- 
nate them entirely when such difficulties disappear. Within two years 


. Of its institution, the Organization is required to call into question all -. . 


restrictions then in use. And finally, whenever the employment of . ` 


quantitative controls, under the foregoing provisions, is so persistent . 


and widespread as to indicate the existence of general disequilibrium, 
the Organization, in collaboration with the International Monetary 
Fund, is directed to “initiate discussions to consider whether :other 
measures might not be taken, either by those countries whose balances 
of payments are under pressure or by those countries whose balances 
of payments are tending to be exceptionally favourable, or by any 
appropriate intergovernmental agency or agencies, to remove the under- 
lying causes of the disequilibrium.” 
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In those cases in which the use of quantitative restrictions is per- 
mitted, there is a general rule which prohibits discrimination in their 
administration. The methods of applying this rule, in the order of their 
desirability, are listed as follows: (1) avoidance of allocation among 
sources of supply by announcing global quotas or by issuing licenses 
unrestricted as to source, or (2) announcement of allocations estab- 
lished on the basis of commercial principles through agreement among 
exporting countries, or, if this is not practicable,.by reference to the 
share supplied in a previous representative period, subject to consulta- 
tion at the request of the Organization or any of its members. It is 
further provided that members thus restricting imports shall supply 
adequate information concerning the administration of their controls. 

Exceptions to this general rule permit the discriminatory administra- 
tion of quantitative restrictions for the following specific purposes: (1) 
to enable members, until the end of 1951, to assist countries whose 
economies have been disrupted by war, (2) to enable them to conform 
to the provisions of intergovernmental commodity agreements, (3) to 
permit them to use import quotas, insofar as the International Monetary 
Fund permits them to use exchange controls, to ration scarce currencies, 
(4) to enable a group of territories with a common quota in the Fund 
to protect their common monetary reserves, (5) to enable members so 
to control their exports as to obtain convertible rather than inconvertible 
currencies, and (6) to enable them to use inconvertible currencies to 
pay for imports, where this would involve an addition to the volume 
of imports that would otherwise obtain and where the discrimination 
either would parallel exchange controls permissible under the Articles 
of Agreement of the Fund or would have the prior approval both of the 
Fund and of the I.T.O. Provision is made for the possible elimination 
of this final exception when general convertibility of currencies has 
been restored or, at least, by the end of 1951. 

If any of these restrictions is applied in a manner which is inconsist- 
ent with the exceptions provided or which discriminates unnecessarily 
against the trade of another, and if the use of such restrictions has not 
been previously approved, the Organization, after consultation with 
the Fund, may direct the offending member to modify or remove the 
discrimination within sixty days. 

Since quantitative restrictions and exchange controls may be em- 
ployed alternatively to affect the flow of trade, it is important that the 
rules that govern these two devices should be laid down and adminis- 
tered with such consistency that it will be impossible, by resorting to 
one of these devices, to escape from the rules that govern the other. 
Accordingly, the London draft provides that members “will not seek 
by exchange action to frustrate the purposes of this charter and that 
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they will not seek by trade action to frustrate the purposes of the“ 
Articles of Agreement of the International Monetary. Fund.” The com: | 


` mittee, moreover, took the view that every member of the I.T.O. should. 


be a member of the Fund or, failing this, that a nonmember of the Fund’ -` 


should be required to enter into a special exchange agreement with the 
I.T.O. and that this agreement should be established and administered 
in collaboration with the Fund. 


.The present draft is a complete revision of the American text. But, 


it preserves the general approach and the essential principles of the” -: 


original proposals and strengthens them in many ways. It eliminates 
the -transition period provided in the earlier version and brings the 
. balance of payments test into play immediately upon the establishment 
of the Organization. It affords greater flexibility in the exceptions per- 
mitted to the rule of nondiscrimination. But, at the same time, it pro- 
vides more adequate safeguards and more effective supervision through 
the collaboration of the International Monetary Fund and the I.T.O. 


On balance, it represents a distinct improvement over the previous = 


draft. 

It will doubtless be said, in criticism of the charter, that the general 
rule condemning quantitative -restrictions will be of little value if ex- 
ceptions ‘are allowed, but these exceptions have been realistically 
devised to meet the actual conditions that now prevail throughout the 
world. They were. dictated, not by political expediency, but by eco- 
_ nomic necessity. Without them, the general rules could not be accepted 
“or, if they were accepted, could not be expected to work. Clearly, it 


would have been unwise to have proposed a rule so rigid that it could .. 


not be enforced. As a practical matter, our only choice is between a 


-~ rule that condemns quantitative restrictions in principle, limits them to . 


exceptional cases, and súbjects them to international control and a situ- 
ation in which any nation, at any time, will enjoy complete freedom to 


impose quantitative restrictions as extensively and intensively as it may ` 


choose. Confronted with such a choice there can be no quernon as to 
where our interest lies. , ET 






‘~ II. Tarifs and Preferences 


Under the present draft, members of the Organizati ar 
‘mitted to enter into reciprocal and mutually advantageous: nége 
directed toward the substantial reduction of tariffs and the elittiination 

-of préferences. Members who, in the judgment of the Organization, 


have unjustifiably failed to fulfill this obligation may be denied the? 
benefits of the tariff concessions that are made to others. A new clause, 


inserted in London, provides that the binding of low tariffs or tariff-free 
` treatment shall be recognized as a concession equivalent i in value to the 
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* reduction of high tariffs. Otherwise the rules to govern the process of 
tariff bargaining are identical in substance with those originally pro- 
posed by the United States and accepted by the United Kingdom. Prior 

` commitments are not to be permitted to stand in the way of negotiations 
with respect to preferences. And reductions in tariffs are to operate 
automatically to reduce or eliminate margins of preference. With quan- 
titative restrictions limited to exceptional cases and brought under 
international control and with preferences subject to reduction or elimi- 
nation through the operation of an agreed rule, a firm basis has been 
established for the negotiation of reciprocal Berrien for the bind- 
ing or reduction of tariff rates. » 

With respect to discrimination in customs duties, the general rule 
requires ‘members to accord to one another general unconditional 
most-favored-nation treatment. Exceptions to this rule permit the main- 
tenance of such preferences as may survive the process of reduction 
or elimination during tariff negotiations, preferences incidental to the 
formation of a customs union, and new preferential arrangements that 
may be approved, in exceptional circumstances, under-the provision of 
the charter, as originally drafted, that permits the conference of the 
Organization, in special cases, to waive an obligation of a member by a 
two-thirds vote. 

The present draft retains a provision, modeled after the escape clause 
in the trade agreement with Mexico, which permits members to with- 
draw or modify tariff concessions they may have made, in the event, 
that imports so increase ás to “cause or threaten serious injury to domes- 
tic producers.” A member taking such action is required to consult with 
the other member affected, but may proceed without its consent. In this 
case, however, the latter member may, in turn, suspend concessions 
made to the:former member to any extent that the Organization may 
approve. 

The provisions in this section closely follow the original American 
draft pa up. to the present, have evoked little comment in the United 
States. =s =i 

Ee II. Employment 


The United States proposed, in its suggested charter, that each mem- 
ber. of the I.T.O. should take action designed to achieve and maintain 
full, employment within its own jurisdiction through measures which 
are not incompatible with undertakings designed to promote an expand- 
_ ing volume of international trade. Certain of the countries attending 
the London meeting expressed the view that greater emphasis should 
be given to the objective of full employment. But none of them pro- 
posed the delegation to an international agency of any authority that 
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would enable it to make an affirmative contribution to this end. The 
only commitment with respect to the maintenance of employment in 
the London draft corresponds closely to that proposed by the United 
States. It provides that each member of the I.T.O. “shall take action 
designed to achieve and maintain full and productive employment and 
high and stable levels of effective demand within its own jurisdiction 
- through measures appropriate to its political and economic institutions 
and compatible with the other purposes of the Organization.”. 


This provision is likely to be attacked from two sides. Those who read . 


into the objective of full employment a commitment to deficit spending 
and work relief will object to the very mention of the words. Those 
who believe that the attainment of this objective is imperative will 
complain that members are committed not to assure full employment 
but only to take action that is designed to achieve that goal and that 
the charter confers upon no international agency the authority to take 
affirmative action in this field. To the first group it may be said that 
full employment is defined, in the committee report, in the words of the 
Employment Act of 1946, as a condition in which useful employment 


opportunities are available to all those able and willing to work and 


that the measures that any nation may adopt for the purpose of achiev- 

- ing this condition are for it alone to choose. To the second group it can 
only be said that the success of domestic measures designed to maintain 
employment cannot be guaranteed; that thinking with respect to the 

functions that an international agency might perform in maintaining 
employment is still in the embryonic stage; and that the delegation to 
such an agency of any authority in the matter is not within the realm 
of practical politics. The charter does, however, give formal recognition 
to the necessary relationship between policies affecting employment and 
those affecting trade. 

The principal issues considered in the discussions on ` employment 
arose from the fear expressed by certain countries that participation in 
a freer trading system might make it more difficult for them to maintain 
their domestic employment programs. To explain this fear, it was 
argued that one country, if it were a large factor in world trade, might 
exercise deflationary pressure on others in one of two ways: first, by 
buying too little from abroad and investing too little abroad in relation 
to its exports; and second, by falling into a depression which would 
involve a serious or abrupt decline in its effective demand for imported 
goods. 

To meet the first situation, it was proposed that each member of the 
Organization should agree to take action designed to assure that its 
currently accruing international receipts are fully utilized for inter- 
national payments or for investment abroad. In the draft that was 
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finally adopted, this proposal does not appear. Instead, it is provided 
that each member shall agree “that, in the case of a fundamental dis- 
equilibrium in its balance of payments, involving other countries in 
persistent balance-of-payments difficulties which handicap them in 
maintaining employment, it will make its full contribution to action 
designed to correct the maladjustment,” and the accompanying report 
explains that “the particular measures that should be adopted [e.g., 
the stimulation of imports or the removal of special encouragement to 
exports, an appreciation of the country’s exchange rate, an upward revi- 
sion of its internal cost and price structure, an increase in foreign invest- 
ment, etc.] should, of course, be left to the government concerned to 
determine.” As it stands, the article serves the useful purpose of call- 
ing to the attention of the members of the Organization the fact that 
those who expect to sell must be prepared to buy. 

To meet the situation created by a serious or abrupt decline in inter- 
national demand, it was proposed that one member might complain to 
the Organization that another, by failing to maintain its demand, had 
prevented the complaining member from maintaining employment and 
that the Organization might then release this member from its obliga- 
tions with respect to trade. This proposal was substantially modified 
in the final draft. Under the terms of a general provision of the charter, 
if a member considers that any other member has adopted a measure, 
or that any situation has arisen, which has the effect of nullifying or 
impairing any object of the charter, including the object of maintaining 
employment, the members concerned shall enter into consultation with 
a view to effecting a satisfactory adjustment of the matter. If no adjust- 
ment is thus effected the matter may be referred to the Organization, 
which shall then make an investigation, if necessary consulting with 
the Economic and Social Council and with other specialized interna- 
tional agencies, to determine what remedial action may be available, 
and shall recommend such action to the members concerned. In par- 
ticularly serious cases, the Organization may authorize the suspension 
of specific obligations assumed under the charter. But no member may 
suspend such obligations without the permission of the Organization. 
It is further provided that the Organization shall have regard, in the 
exercise of this function, “to the need of members to take action . . . to 
safeguard their economies against deflationary pressure in the event 
of a serious or abrupt decline in the effective demand of other countries.” 

The effect of these provisions is to afford a country a means of obtain- 
ing a partial release from its commitments with respect to trade policy 
in the event that its economy is seriously affected by a depression 
originating outside its borders. In such a situation, however, it is likely 
that the country concerned would be in balance-of-payments difficulty. 
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‘It is therefore doubtful that these provisions afford any prospect of 


no more than rennet the facts of life. 


release that was not already available under the balance-of-payments 
exception in the American draft.'It would be illusory, in any case, to 
hold that liberal trade commitments can be enforced if the world is 
again plunged into a major depression. Here, again, the charter does 


IV. Economic Develo pment 


One of the purposes of the Organization, as set forth in ‘the sùg- 


gested charter prepared by the United States, is “to encourage and assist | 


the industrial and general economic development of member countries, 
particularly of those still in the early stages of industrial development.” 
It was the opinion of many of the delegations attending the London 
meeting that this problem, too, should receive. greater emphasis than 
it was accorded in the American draft. To this end, a long list of pro- 
posals was advanced. It was suggested, for instance, that an industrial 
country with a favorable balance of payments should assume an obliga- 
tion to provide capital to countries in the process of development; that 
it should recognize that such capital would have to be provided on a 
nonremunerative basis; that industrialization and diversification should 


be accepted as sufficient justification for the imposition of trade restric- 


tions; that these restrictions should be imposed on the basis of deci- 


they might employ; and that industrial countries should recognize the 
necessity of contracting particular industries as these industries expand 


` elsewhere. None of these proposals was accepted. 


The London draft, as finally adopted, contains a new chapter on 


‘ economic development that was prepared and introduced by the delega- 
tion of the United States. Under the terms of this chapter, members . 


agree to promote the continuing development of their respective terri- 
tories and to co-operate through the Economic and Social Council and 


` through international specialized agencies in plans and programs and 


+ 


in the provision of facilities required for such development. Members 


-~ exporting these facilities agree to impose no unreasonable impediments, 


to their exportation and members importing them agree to take no un- 
reasonable action injurious to the interests of those who provide them. A 
proposal that the I.T.O. assume jurisdiction over the function òf provid- 
ing technical-assistance to countries in the process of development has 
been referred to the Economic and Social Council for its opinion. 
Here again, however, the principal issue was created by the desire 
of many countries to promote industiialization by restricting imports. 


Under the suggested charter, countries were free to subsidize domestic 


production and to impose or raise tariffs on products that were not 


oat 
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‘sions made by national tribunals in accordance with such criteria as _ 
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covered by trade agreements. But many delegations sought freedom 
to impose or raise tariffs on other products and to employ import quotas 
to protect new industries. The final draft does not afford such freedom, 
but it does establish a procedure through which permission to make a 
limited use of these restrictions may be obtained. Under this procedure, ` 
the I.T.O. will consider the case presented by the applicant and the 
views of other members whose trade would be substantially affected, in 
the light of such criteria as to productivity and other factors as it may 
establish. It may then decide either to drop the case or to proceed. If 
the product in queston has not been covered in a trade agreement, the 
Organization may, in its discretion, grant the applicant permission, 
within such limits as it may fix, to impose restrictions that are otherwise 
proscribed. If the product has been so covered, however, the Organiza- 
tion must sponsor negotiations between the applicant and the members 
affected and cannot grant such permission unless substantial agreement 
is achieved. 

The United States made this concession in recognition of the insistent 
pressure for industrialization that is felt in every corner of the globe. It 
was the only case in which the delegation departed from the prihciples 
that were elaborated in the American draft. But it was this compromise 

-that brought the meeting close to unanimous agreement. And the draft, 
as it stands, establishes a new principle in international affairs: that 
quantitative restrictions on trade are not to be employed, without inter- 
national sanction, for the development of infant industries. 


V. Restrictive Business Practices 


On the international cartel problem, the London draft follows the 
pattern originally proposed by the United States. Its provisions apply 
to business practices in international trade which “restrain competition, 
limit access to markets, or foster monopolistic control,” whether they 
are engaged in by a single private enterprise or by a group which in- 
cludes within its membership private enterprises or public enterprises 
or both. These practices are to be judged by their effects and are to be 
condemned whenever they interfere with “the expansion of production 
and trade and the maintenance in all countries of high levels of real 
income.” Each member agrees to “take all possible steps, through 
legislation or otherwise, to ensure that . . . enterprises within its juris- 
diction do not engage in practices which have [this] effect.” A member 
may complain to the I.T.O. that “specific practices exist which have or 
are about to have the effect described.” The I.T.O. will then make an 
investigation, hold hearings, and if it finds that the practices in ques- 
tion have such an effect, may “request each member concerned to take 
every possible action to prevent the continuance or recurrence of the 
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practices and, at its discretion, recommend to ihe members concerned 
remedial measures to be carried out in accordance with their respective ` 


> lawsand procedures.” Each member agrees “‘to take the fullest account 


of the. Organization’s findings, requests,-and recommendations . . . in 
considering the initiation of action . . . to prevent . . . the continuation 
or recurrence of [these] practices,” to report on the action taken and, 


. in cases in which no action is taken, “to explain to the Organization the 


reasons therefor and discuss the matter further with the Organization 
if requested to do so.” 


In this case, again, criticism will come from two extremes. It will be 


said that the chapter goes too: far, subjecting domestic business to 
international control and limiting its freedom to participate in foreign 
market-sharing schemes. It will be said that the -chapter does not go 
far enough, providing a forum for international discussion instead of 
outlawing cartels per se. But as far as this country is concerned, the 
plan ‘does not go beyond the provisions of the antitrust laws. And for 


- -most.other countries, it involves a greater commitment than anyone had 
“any reason to expect. Certainly a beginning has been made; a principle 


has been established; specific cases can be called into question; the 
pressure of world ópinion can be beought to bear. Beyond this it is not 
now r practicable to go. + 


VIC onodi Arrangements 


The chapter on intergovernmental commodity arrangements has beën 
completely reorganized and substantially improved. It retains all of 
the principles and most of the text of the American draft. The circum- 
stances under which governments may enter into agreements regulat- 
ing the production, export, import, or prices of primary commodities 
are carefully defined. Such agreements are limited in duration and < 


subject to periodic review. They must assure the availability of ade- 
‘quate supplies. They must “afford increasing opportunities for satisfy- 


ing world requirements from sources from which such requirements can 
be supplied most effectively and economically.” And countries partici- 
pating in such agreements, are required: to formulate and adopt a pro- 
gram of economic adjustment designed to make them unnecessary. 


- All commodity arrangements must be open to participation by any 


member of the Organization. They must afford consuming countries . 


and producing countries an equal voice. And they must be accompanied, 
at every stage, by full publicity. 

This chapter, as many of the others, will draw fire both from the 
right and from the left. Those who oppose all commodity agreements 


_ will say that it compromises with evil; that government cartels should . 
. be outlawed along with private cartels. Those who seek the creation 
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of large numbers of such agreements will complain that its restrictive 
provisions will make them too hard to get. Between these two positions, 
the chapter occupies a middle ground. It neither prohibits com- 
modity agreements nor promotes them. It attempts to prevent abuses 
of the sorts that have arisen in the past. It seeks to establish principles 
that are economically defensible and morally sound. It marks the 
first approach toward agreement on international policy in this field. 
The foregoing review has set forth at length the provisions of the 
London draft that deal with quantitative restrictions. This has been 
done because these provisions are central and because they illustrate 
the pattern which has been followed in the document as a whole. The 
review has outlined, though less fully, the closely related provisions 
that have to do with exchange control, tariffs, and preferences, em- 
ployment, and economic development and the chapters devoted to - 
restrictive business practices and commodity arrangements. It has 
not covered the provisions that are concerned with subsidies, state 
trading, and the organization of the I.T.O. On each of these matters 
the London text adheres closely to the American draft. 
The present document undoubtedly contains some passages that are 
obscure, ambiguous, or inconsistent. In some cases, such defects mark 
.the outcome of a hard-fought compromise. In others, they are the in- 
advertent product of the collaboration of some two hundred people dur- 
ing six weeks of steady work. But, on the whole, this work was well 
done. The committee came to a series of agreements that expresses 
not the lowest common denominator but the highest common de- 
nominator of their several views. And they embodied these agree- 
ments in a charter which has achieved a better balance, a greater 
realism, and a finer precision than the draft on which they built. 


THE FUNCTIONS OF AN INTERNATIONAL TRADE 
ORGANIZATION: POSSIBILITIES AND 
LIMITATIONS 


By K. E. KNORR 
Yale University 


I 


For the frst time in history, the nations of the world are seriously 
facing the peacetime task of establishing international economic co- 
operation on a highly institutionalized basis. The task comprises agree- 
ment both on a body of rules and principles and on a set of agencies to 
facilitate their application. The peacemakers of 1919 saw no need for 
such endeavor. Following the reconversion period, the length and 
difficulty of which nearly everyone was then inclined to underestimate, 
the community of nations was expected to return to the happy “nor- 
malcy” of the gold standard and a comparatively unhampered flow of 
goods, services, and investment capital. Today, it seems that the world 
would slip back into the chaotic restrictionism of the prewar years 
unless the major trading countries will act jointly in blocking this trend. 

The rapid disintegratiuu of wutld commerce during the interwar 
period is a familiar story that need not be retold. Yet, in appraising the 
pressing need for and the potential limitations of international economic 
co-operation today, two aspects of this decline must never be lost sight 
of; namely, the ever increasing intervention of the state in national 
economic affairs and the substantially nationalist orientation of this 
interventionism. Half a century ago, just as today, the world was 
divided into a multiplicity of sovereign states but the economic signifi- 
cance of national boundaries was then comparatively slight, competi- 
tive market forces were accorded plenty of scope to direct resource 
allocation and—as far as transportation costs permitted—something 
approaching a world economy was in existence. While—despite sundry 
exceptions—over-all state policy in the economic sphere was still one 
of laissez faire, there was relatively little need for international co- 
operation on economic matters. A workable trading system could be 
sustained by general adherence to a few simple concepts such as that of 
equality of treatment. 

Today, the world economic scene looks vastly different. Even before 
the war, it had become obviously anachronistic to speak of a world 
economy. What had once been relatively free world markets had in 


*Even then co-operation was needed on such specific problems as the fisheries, the 
slave trade, and the economic development of backward countries. 


INTERNATIONAL TRADE ORGANIZATION 543 


most cases disintegrated into a congeries of tightly protected or insu- 
lated segments, the free-market mechanism was largely deprived of 
its function with respect to resource allocation and, as a result, the 
volume of trade tended to contract. As the sovereign states increasingly 
intervened in economic processes—be it in the name of military pre- 
paredness, economic or social stability, speedy industrialization, or other 
goals—it was fascinating to observe the apparent inevitability with 
which intervention turned out to be restrictive of international trade. 
Four over-all results may be singled out: (1) national economic sys- 
tems became increasingly heterogeneous, a fact which variously af- 
fected the conditions and methods of foreign trading; (2) even where 
free-market forces were still operating internally within wide functional 
areas, protectionism and the pursuit of autonomous fiscal and monetary 
policies entailed a marked insulation of national price structures which, 
in turn, tended to perpetuate the need for protection; (3) since gov- 
ernment intervention underwent frequent changes of method and ob- 
jective, world trading conditions became more and more precarious; 
and (4) many forms of government interference with international 
transactions made discrimination administratively hard to avoid, even 
if discrimination was not deliberately practiced for the economic or 
political advantages it can secure. 

This development indicates that, in a world divided into numerous 
sovereignties, the widespread practice of national intervention makes 
highly organized forms of international economic co-operation impera- 
tive if trade is to expand and maximize mutual economic advantage. 
The very same conditions, however, also indicate the immense impedi- 
ments in the way of such collaboration. The war seems to have en- 
hanced the potency of the forces which produced these conditions. 
Nearly everywhere further claims are made for state action to guide and 
force capital accumulation, or to guarantee full employment, or to pro- 
tect high wage levels, or to augment social security outlays, or to spare 
vested interests the pains of economic change, or in various other ways 
to redistribute the national income. In many countries, new industries 
and trades are being nationalized and the impression of a growing 
diversity of national economic systems is accentuated by sharp ideo- 
logical and political cleavages. A reversal of this trend cannot be antici- 
pated at this time. Nor is it certain that the eventual termination of the 
postwar transition period will greatly decelerate it. It is all the more 
urgent,” therefore, that the nations attempt by joint action to prevent 
world trade from being still more precarious and restricted than it was 
in the thirties. 


7 At least to those who believe that foreign trade is still capable of contributing 
materially to economic welfare. 
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Are the nations ready for a greater degree of economic co- operation? 
The complex genesis of prewar restrictionism cannot be discussed here; ` 
_ but it may be permitted to offer a few generalizing observations. Dur- ` 
ing the interwar period, many nations increasingly pursued objectives 
—such as preparation for war or the maintenance of a given occupa- 
tional structure—which made a substantial retreat from the interna- 
tional division of labor indispensable. Potential gains from foreign 
carding were sacrificed for the sake of conflicting ends that can scarcely 
form the subject of international- economic collaboration. The history 
of the interwar period, however, also shows that, in undertaking a re- 
treat from the world market, nations were frequently actuated by 7”: 
common problems, fears, and desires—the problems inherent in inter- 
national monetary disorder, the fear of ever more precarious trading 
conditions, the desire for a greater measure of stability, and so forth— 
all considerations that admit of, if indeed they do not require, co-opera- 
tion. It is such problems, common to many nations, affecting all nations, 
and satisfactorily soluble solely by co-ordinated action, that are the 
= proper subjects of international economic collaboration today. 
The skeptic may contend that a profound lack of unity and trust 
among nations is the fundamental reason precluding such co-operation . 
“now as it did in the past. Yet“lack of unity and trust only make co- -* 
operation difficult; they do not necessarily preclude it. To say that 
nothing worth while can be achieved unless fundamental causes are 
attacked is an unproductive approach in any political field. It leads 
either to the blueprinting of utopian solutions or to the counsel of - 
despair. If the kind of international economic co-operation we want in . 
the future did not materialize in the past, it was partly because there 
was no driving initiative in this direction but in part also because there 
were no agreed rules and ready facilities required for co-operative <" 
- action. Again, there were no agreed rules and ready institutions largely 
because there were no agreed doctrines on diagnosing problems and 
on appraising the full effects of alternative remedies. Over a very large 
section of the world such doctrines are now in an advanced stage of 
evolution, and it is precisely the task of statesmanship today to explore 
the full extent of agreement and to lay down a common code and set 
up international institutions so that common troubles can be met 
jointly. 
- I te 
The strong a the weak points of the United States scheme for a 
reformed: trading system can be profitably examined against this gen- _, + 
| eral background. I do not intend, however, to analyze the technical |! 
_ details of the various proposals. My intention rather is to appraise 
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some vital portions of the program and to ask how they measure up 
to the potential opportunities and limits of international co-operation. 

The American proposals are admirable in their over-all object of 
according far greater scope than prevailed during the thirties to the 
productivity- and income-raising . effects of international. specializa- 
tion and of freeing commercial transactions from the disturbing injec- 
tion of political considerations. Likewise, the American scheme is com- 
mendable for its endeavor to remain within the bounds of the prac- 
ticable. Numerous exceptions and qualifications are appended to most 
of the general rules suggested. The program obviously purports to be 
undogmatic and flexible in bowing to political realities both at home and 
abroad. The question is whether in so tempering the spirit of reform 
with an awareness of powerful impediments, the authors of the scheme 
were as considerate of the impediments burdening other governments 
as they were of those affecting their own. 

A first answer to this question is suggested by the manner in which 
the American program has been received abroad. In principle it has 
been supported by several countries. However, such support rarely 
extended to all specific rules proposed and often was obtained, in part 
at least, as a quid pro quo for United States assistance, past or prospec- 
tive. As far as criticism was voiced officially, its general tenor bespoke 
the unmistakable desire for a trading regime less rather than more 
liberal than that outlined in the suggested charter. Quite aside from 
the principal opposition emanating from the Soviet sphere of influence, 
itis hard to escape the impression that most countries are reluctant 
to relinquish protective and restrictive devices to the full extent pro- 
jected by the United States. 

While not denying the benefits of freer trade, many of these countries 
seriously doubt that these advantages are worth the risks, the painful 
adjustments, and the obstruction of other national objectives implicit 
in an advanced degree of international economic interdependence. This 
attitude is bred by considerations too complex and numerous to be 
discussed here. Suffice it to single out those misgivings which figured 
prominently at recent international conferences. With their freedom 
to employ foreign-exchange control over current transactions and to 
resort to unilateral exchange alterations severely limited by participa- 
tion in the International Monetary Fund, many governments are fight- 
ing hard to retain the right to impose quantitative trade restrictions. 
The American suggested charter contemplated the general elimination 
of such controls and provided for exceptional and temporary exemp- 
tions from this rule only under certain circumstances. At the London 
meeting the Preparatory Committee of the United Nations on Trade 
and Employment, war-wedkened nations pleaded their inability to con-, 
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. duct trade without quantitative controls for a an indeterminate period 


‘of time; economically underdeveloped countries ‘insisted that their 


programs: of rapid industrialization required the tight regulation of 
foreign transactions; and a majority of nations advocated the retention 
of quantitative import restrictions as a means. of combating deflation- 


_ ary impulses generated abroad. 


The case of the countries devastated ‘aid disorganized by war is 


undoubtedly strong. Economic rehabilitation is their overriding con- . 


cern, and while their abnormally large needs for foreign purchasing 
power are in striking contrast to their abnormally reduced. capacities 
for earning it, the balance-of-payments position of these nations will 
remain weak and all available foreign exchange will have to be allocated 
according to planned priorities.* 

` The case of the economically underdeveloped countries is perhaps 
less convincing. It is clear that several of these countries want to 
industrialize with little regard for economic considerations and want to 


_ do'so with haste. They may believe it necessary to ration available for- . 


eign exchange in support of development programs and, denied resort 
to foreign-exchange control by membership in the I.M.F., they wish 


. to be free to impose quantitative import restrictions. These nations 


may resort to state trading or stay outside the I.T.O. if this right is 


_ flatly refused to them. Moreover, though their case may lack cogency, 


their intense desire for industrialization at almost any price cannot be 
criticized strongly as long as the industrially advanced countries dre 


_ equally determined to protect their primary ‘producers and are in a 
position to do so without quantitative restrictions chiefly because of 


their superior development. 

The third ground on which the ban against quantitative nirole has 
been attacked reveals a more formidable obstacle to international eco- 
nomic collaboration. Many governments contend that, while the Ameri- 
can proposals advocate moderation or removal of restrictive policies 
for the sake of freer trade, they are ill-designed to assure the mainte- 


f ‘nance of high and stable levels of effective demand for foreign goods, 


that recurrent world depression remains a distinct risk of international 
economic interdependence, and that individual nations—bent on pre- 
serving high levels of domestic employment—require a reliable de- 
fense against deflationary impulses generated abroad. Apparently un- 
convinced that thé scarce-currency clause of the I.M.F. will be invoked 
with dispatch, many countries wish to make sure that they can ad- 
minister effective and discriminatory import controls as soon as foreign 


3 The balance-of-payments difficulties of such countries, needless ` to stress, are also 


` affected by. their tariff structures and by monetary reece mere 
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depression begins to be reflected in their balance-of-payments positions. 

At the London conference these points of criticism resulted in signifi- 
cant amendments to the United States proposals. The American sug- 
gested charter had not given any special consideration to the needs 
of the economically less developed countries. It had proposed that war- 
devastated countries should remain free to apply quantitative restric- 
tions for a brief transition period. Thereafter, they—like all other 
countries—would have been entitled to apply for individual and 
temporary exemptions from the rule against this type of control if 
such action proved necessary to arrest a long-continuing or large 
deficit on current account in their balance of payments or to forestall 
such a deficit in the case of members with very low monetary reserves. 
Member countries thus allowed to adopt such restrictions would have 
been bound to apply them as nearly uniformly as practicable to all im- 
portant products and, in general, not to discriminate between different 
sources of supply. 

In some respects, the new draft charter is more stringent than the 
original American proposals, Thus it discards the concept of a definite 
transition period during which war-weakened countries would remain 
absolutely free to apply quantitative controls. Also, when countries 
intensify existing restrictions or impose new ones, the I.T.O. is now 
specifically authorized, not only to pass on the basic need for such 
controls, but also on their extent and form. The major modifications, 
however, point clearly in the opposite direction. The original balance- 
of-payments criterion for permitting the temporary use of quantitative 
restrictions has been retained. The I.T.O. remains entitled to review— 
in consultation with the I.M.F.—the nature of the balance-of-payments 
difficulties experienced by the applicants and to consider alternative 
corrective measures. Yet it is now recognized unambiguously that 
member countries may need quantitative restrictions as a means of 
safeguarding their external financial position when this position is 
jeopardized by-an increased demand for imports arising from their 
specific employment, reconstruction, development, and social policies. 
The I.T.O., it seems, has no right to request a revision of such policies 
should they be instrumental in bringing about a disequilibrium in the 
applicants’ balance of payments. In special cases, countries in pursuit 
of economic development may be permitted to employ quantitative 
import controls even if such restrictions are not required on the basis 
of their balance-of-payments position. Finally, the draft charter is 
more flexible than the American suggested charter in permitting the 
discriminatory use of quantitative restriction. For purposes of restric- 
tion, members may select imports on the grounds of essentiality in such 
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` 


a way as to promote their employment, reconstruction, development or 


social policies.* Until the end of 1951, war-debilitated countries may 
also discriminate to a moderate extent between different sources of 
supply.°. i ; ; 
These amendments to the American suggested charter may be de- 
plored on the ground that the door is left open for the re-emergence 
of restrictive and discriminatory practices on a large scale. This is true 
especially if the rules on quantitative controls are appraised in con- 
junction with the means of escape provided for in the “nullification and 
impairment clause.” It is also arguable, however, that such compromise 
on principle is compensated for by an increased flexibility, permitting 
adaptation to future trading conditions as yet unknown. In several 
ways, moreover, the weakening of the proposed commercial code is 


compensated for by a strengthening of the I.T.O. itself. While the . 


future commercial code will be less self-executory, the I.T.O. will 
have more discretionary power than was*originally proposed by the 
United States. This, to be sure, places a heavy strain on continuous 
international economic co-operation and the magnitude of this burden 
must not be underrated in view of the growing diversity of national 
economic structures, organizations, and policies. If generally adopted; 
however, the new charter surely promises future trading conditions 
vastly superior to those of the thirties. The use of quantitative restric- 
tions is subject to consultation and review, and the proposed procedure 


for complaints and penalties is likely to deter member countries from - 


_ unduly exploiting their rights under the charter. If the Bretton Woods 
_institutions discharge their functions with success and if world trade 
is kept reasohably large and stable, then there is no reason to suspect 
that the exceptional use of quantitative import controls will be more 
in evidence than their general proscription. It is difficult to see how 
any liberal trading regime could survive should such conditions fail to 


b 


materialize. i 
l © W 
To accommodate the needs of other countries it was admittedly 


necessary to modify the American proposals on quantitative trade re- 


strictions. It may nevertheless be questioned whether the new draft 


. .-*But in so doing, “the member shall avoid all unnecessary damage to the commercial 
interest of other members and will accept an invitation to consult with any other 
member which considers its_interests damaged.” Also, in imposing new import restrictions 
or intensifying existing restrictions, members are to avoid “the point” at which such 
- action involves “the complete exclusion of imports of any class of goods.” 

5 Members “whose economy has been disrupted by war” may until the end of 1951 
depart from the general rule of nondiscrimination if such measures facilitate reconstruction 
and do not involve a, “substantial: departure” from the rule. Similar exceptions from 
the rule of nondiscrimination are permitted under certain other circumstances. 


A 


INTERNATIONAL TRADE ORGANIZATION 549 


charter represents the best possible compromise. One can hardly take 
exception to the concessions accorded to the nations in need of re- 
habilitation and economic development. However, the intense concern 
over the threat of external depression has been met by a somewhat 
awkward arrangement. Member countries can apply for exemption from 
the general rule against quantitative controls when their endeavors to 
maintain or raise domestic levels of employment involve them in bal- . 
ance-of-payments difficulties. Should applications under this provision 
be persistent and widespread, the I.T.O.—in consultation and collabora- 
tion with the I.M.F.—will consider other measures for removing the 
underlying causes of the existing disequilibrium. This means that the 
I.T.O. will duplicate a major function of the I.M.F. Also, what nearly 
all countries fear is the future threat of external depression originating 
in a major trading nation, and especially in the United States. Sooner 
or later, such a calamity would affect most other countries and it would 
seem preferable, therefore, to provide for defense on a general rather 
than on an individual basis. This could be done most consistently by 
strengthening the contracyclical function of the I.M.F. and, particu- 
larly, by insuring—under a strengthened scarce-currency clause—the 
prompt authorization of foreign-exchange control once the depressed 
“scarce currency” country is unable or unwilling to increase by positive 
measures the general availability of its currency. If, in the absence of 
. external depression, a country experiences persistent balance-of-pay- 
ments difficulties because of the specific policies by which it maintains 
a high level of employment, it should obtain relief as afforded by the 
I.M.F. Orderly changes in the par value of currencies may be found 
less disturbing to world trading conditions than the use of quantita- 
tive trade restrictions. A program along such lines would seem less 
subject to abuse than a rather promiscuous resort to quantitative con- 
trols, and it would certainly be far less cumbersome administratively 
than the proposals included in the draft charter. Except for countries 
with a complete state monopoly over foreign trade, there is no com- 
pelling reason why membership in the I.M.F. should not be made 
mandatory for all members of the I.T.O. It is possible that such an 
integration of the functions of the I.M.F. and the I.T,O. will not prove 
feasible politically, but it seems worth while to explore fully the prac- 
ticability of such a solution. 

The main weakness of all international planning for expansive world 
commerce doubtless lies in the immense difficulty, if not impossibility, 
of international co-operation on positive and co-ordinated contra- 
cyclical policies. The undertaking that all countries will take action 
designed to achieve and maintain full employment through measures 
appropriate to their political and economic institutions, is no more 
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than the inconsequential recognition of a vague responsibility. In view 
of the vast differences, from country to country, in political and eco- 
nomic organization, of the controversial character of the theorizing 
on contracyclical policy, and of the jealousy with which the nation- 
states are guarding their sovereignty, it is patently absurd to advocate 
international agreements on full-fledged stabilization schemes. This 
dilemma, however, does not preclude the search for more effective 
undertakings designed to impede the international migration of de- 
pression once it has broken out in a major industrial country. 
According to the tentative draft charter, member countries will 
pledge themselves, first, not to “export unemployment” in their en- 
deavor to maintain or expand employment at home and, second, to 


make their “full contribution” to action designed to correct a per- ` 


sistent surplus in their balance of payments involving other nations in 
an equally persistent deficit. These commitments might be strengthened 
by requesting all member countries to report, within a reasonable time, 
the exact manner in which they propose to honor these pledges. Indeed, 
it would scarcely be amiss to instruct the I.T.O. or another agency of 
the Economic and Social Council to review the reports and, if deemed 
necessary, make recommendations toward improved programs. 

In some quarters," it has been suggested to set up two types of inter- 
national stabilization agencies, one engaged in large-scale contra- 
cyclical lending and the other in conducting buffer-stock operations in 
major raw-materials trades. Taking action out of the hands of national 
governments, such institutions, once established, would command the 
advantage of dependability. Both agencies would especially benefit 
the less industrialized and indebted countries which in the past were hit 
with particular severity by cyclical fluctuations in foreign lending and 
in raw-commodity prices. But moderating extreme fluctuations and 
maldistribution of international purchasing power, they would also 
benefit the industrialized and the creditor nations and would tend 
to lessen in all countries the incentive toward protectionism generated 
in crisis situations. . 

Unfortunately, there are very substantial obstacles in the way of 
creating such agencies now. The International Bank for Reconstruc- 
tion and Development could be instructed unambiguously to consider 
contracyclical lending as part of its permanent tasks.’ Yet the Bank is 


€ Jacob Viner, “Commercial Policy in the Post-War World,” in Proceedings of the 
Norman Wait Harris Memorial Foundation, The United Nations and the Organization of 
Peace and Security (Chicago, 1945), p. 143; Jacob Viner, “International Finance in the 
Postwar World,” Lloyds Bank Review, October, 1946; Economic Stability in the Post-War 
World (Geneva: League of Nations, 1945), pp. 265-271, 284-285; Report of the Committee 
on Foreign Economic Relations (New York: Twentieth Century Fund, 1946), pp, 17-22. 
1 This would seem to require a modification of the Bank’s charter. 
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committed to promote rehabilitation and this assignment brooks no 
delays for the sake of antidepression planning. Nor can all furtherance 
of developmental projects be subjected to such timing. There is, after 
all, no reason why backward countries should adapt all their develop- 
ment plans to -the uncertain success or failure with which the ad- 
vanced nations tackle the problem of the business cycle. The Bank’s 
residual capacity would hardly seem large enough to sustain much 
more than negligible contracyclical operations, for it is exactly at times 
of depression that the Bank will find it difficult to encourage private 
lending and will have to rely increasingly on its own resources. What is 
needed are resources far more copious than the Bank now possesses. 
To suggest the formation of international buffer stocks is to pose 

an array of intricate problems. Designed to abridge the wide range of 
price fluctuations engendered by cyclical instability in the raw-mate- 
rials markets, the function of such an agency or agencies is entirely 
different from that of intergovcrnmental commodity arrangements 
formed to deal with the causes and effects of surplus production capac- 
ity. On the other hand, it would be impracticable to have two inde- 
pendent institutions operate in the same raw-material trade. Inter- 
governmental commodity controls may, of course, set up buffer stocks, 
and it is, indeed, scarcely conceivable that they will not if these con- 
trols are to assure the availability of supplies adequate at all times for 
world consumption requirements at reasonable prices. Whether such 
ancillary buffer stocks could actually be depended upon to pursue 
contracyclical purchasing and selling with success cannot be predicted 
before the constitution of future commodity agreements is more pre- 
cisely known. Most likely, their buffer stocks would be large enough 
only to counteract such variability of supply as may be caused by 
faulty decisions on output and export restriction. In commodity trades 
unencumbered with the problem of redundant output facilities, it can- 
not be sanguinely assumed that buffer-stock operations will refrain 
from interfering with secular market trends and will not be abused in 
the interest of price-lifting manipulations. In the long run, their ability 
to lessen price fluctuations will be weakened in direct proportion to the 
degree with which such extraneous objectives are pursued. To be sure, 
a five-year moving average may be employed as a first approach toward 
projecting the long-run equilibrium price. No mechanical formula, how- 
ever, can afford more than a first approach, and any amount of latitude 
granted to the buffer-stock management affords scope for price-rigging 
maneuvers. How to counteract this danger is a political and administra- 
tive problem of the first order. The establishment of buffer stocks, as 
the establishment of commodity agreements, also raises the problem of _ 
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how the operation of these institutions can he protected from distasting 


changes in national policies on tariffs, quantitative restrictions, export ea 


and internal subsidies, and state trading. 


. Both projects—a contracyclical lending fund and international buffer - 


stocks—are facing one obstacle seemingly insuperable at the present 
time. They require operating funds of a very large magnitude. Their 
establishment would make it necessary for governments to commit 
themselves to-sizable financial contributions over the disposition of 
which they would retain only fractional control. Nevertheless, as ideas 
> of intelligent international ‘planning, these projects merit ‘more than 
passing attention and study. 

_In the face of these limited opportunities for international stabiliza- 
tion schemes at the present time, it is perhaps worth while to explore 
such possible contributions as can be made by individual countries. 
The fear of undue cyclical fluctuations in the volume of world trade 
results largely from a fear of an inherently unstable United States 
economy. If the United States regards the realization of ‘its world- 
` trading program as being in its enlightened self-interest—and so it is 
—then this country might well consider special steps likely to bolster 
the acceptability and the success of its scheme. Much could be accom- 
plished (1) by planning and preparing in advance a concrete minimum 
program designed to moderate. and shorten an incipient American 
slump and (2) by devising concrete measures, also prepared in ad- 
- vance, for mitigating the world scarcity of dollars likely to result from 
an American depression. In pursuit of the second policy, machinery 
and funds might be set up for effective contracyclical. lending, and the 
service schedule of American foreign loans might be made variable to 
permit intelligent adjustment to changing business conditions. Such 


policies would by no means involve American sacrifices in favor of for- ` 


eigners. They should be pursued, regardless of the I.T.O., in the interest 
of the domestic employment situation. 


‘Iv 


` If a relatively liberal.trading system is adopted, the United States 
will be its vital center. This position not’ only renders a reasonably 
stable United States economy a matter of international concern but 
also calls for an American foreign economic policy which is reasonably 
dependable. During the interwar period, the foreign economic policies 
of most countries became more and more inconstant and unpredictable 
and this was one of the factors undermining the old trading order. It 
is therefore desirable that all major trading nations stabilize their trade 
policies as well as their economies. That the United-States do so is of 


first TIBOR aac: This means that, regarding crucial matters, the United 
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States Government should’ be capable of settling on one policy in 
preference to two or three pursued simultaneously. In terms of Ameri- 
can politics, a bipartisan approach to basic foreign economic policies 
seems to be highly desirable—perhaps even if bipartisanship should re- 
quire a moderate compromise on the more liberal features of the 
American trade program. 

Viewing the present plans for an I.T.O. in their entirety, one may 
ask whether the future world trading regime can ever become a uni- 
versal order. According to Article 78 of the American suggested charter, 
the projected I.T.O. will become effective within sixty days after a 
minimum of twenty ratifications have been received. For the purpose 
of avoiding indefinite procrastination, this is a good provision. But it 
also admits of a trading system in force only over a section of the world. 
Since the benefits of membership in the I.T.O. may be denied to out- 
siders, the future I.T.O. may thus turn into something like a large 
trading bloc maintaining uncertain and unpredictable commercial re- 
lations with other blocs or countries. Such a development would offer 
certain advantages. It might facilitate a degree of collaboration, of 
unity of purpose, and of cohesiveness denied to a more comprehensive 
organization. If the United States and the countries of the British 
Commonwealth of Nations and of Western Europe join, such a combine 
would control by far the larger part of world trade. If existing political 
an ideological tensions should become aggravated, there may be no 
other alternative to a sectional trading regime than to have none at all. 

Anything much less than a universal trade order, however, also suf- 
fers very serious shortcomings. The present range of controversy and 
disagreement shows that most obstacles to universal co-operation would 
also hamper attempts at setting up a sectional regime of freer trade. 
Indeed, to be enduring, a smaller grouping might require far closer 
collaboration than would be necessary for a comprehensive scheme. 
Since a liberal trading bloc could not dc without extensive commercial 
dealings with the world outside, it might be hard to prevent defections; 
and there would be the constant danger, analogous to the operation of 
Gresham’s Law, of bad trading practices driving out. the good. Ob- 
viously, a world commercially divided might become one of intensified 
political antagonisms, with commercial blocs turning into political al- 
liances. In that event, smaller nations could not afford to choose be- 
tween rival groupings only on the basis of commercial predilections. 
Considerations of power would tend to become decisive. Under such 
circumstances, United States leadership of a liberal trading bloc would 
presuppose financial, political, and military commitments which, how- 
ever desirable or necessary on other grounds, could scarcely be justified 
for the sake only of liberalizing a section of world trade. 


| DISCUSSION 


Percy W. BipweELL: I think that first of all congratulations are in order 
“for Dr. Wilcox and those who have collaborated with him in the various 
stages of drafting the charter for the 1.T.O. If one stands off for a moment 
and looks at the job of setting up a set of rules for the regulation of inter- 
national trade for some fifty-odd nations, it is indeed formidable. Among 


` these nations you have the widest possible variations in the ‘stages of their 


economic development and in economic institutions, Yet, in a commendable 


` effort to get universality in membership, a document has been drawn up which 


„takes into account all these differences. Such a document cannot be too 
rigid; its terms cannot be too precisely defined. 

Dr. Knorr has called attention to several cases in which the new draft 
was more flexible than the earlier American edition. He regretted certain 


` compromises on principle, particularly with respect to quantitative controls, 


but admitted-that such compromises might be “compensated by increased 
flexibility, permitting adaptation to future trading conditions as yet unknown.” 
He continued, “In several ways, moreover, the weakening of the proposed 
commercial code is compensated for by a strengthening of the I.T.O. itself.” 
This, he warned, places a heavy strain on continuous international co- 
-operation, particularly i in view of the “growing diversity of national economic 
structures.” . 

These remarks raise certain questions about the organization of the I.T.O. 
What are its powers? How are they exercised? How can it provide flexibility? 
If one analyzes the draft charter to find out just what the Organization is 
supposed to do, he will be amazed at the number and variety of its duties. 
The collection of information and the making of reports are obvious tasks 
of every organization, either national or international, which has to do with 
- the regulation of business. The importance of these tasks is not, to be 
disparaged. If the fact finding is well done and the results honestly presented, 
the effects in educating public opinion in the member countries may be 
, substantial. Thus national policies;may be brought into conformity with 
international purposes. Also, well documented studies are an. essential basis 
for the policy-making functions of the executive board of the Organization. 

The general investigatory and opinion-forming activities of the I.T.O., 
it seems to me, are best exemplified in Chapter VI of the draft charter, 
which deals with restrictive business practices. Here we have provided a 
carefully considered procedure by which the I.T.O. can call conferences, 
hear complaints of business practices which restrain competition, require 
information and make findings, and issue recommendations to member states 


- of action which they should take. The Organization, it is provided, shail 


prepare and expeditiously publish reports on all complaints, showing fully 
the findings reached, the information on which such findings are based, and 
the action recommended. The members undertake to take the fullest account 
of these recommendations, to report action taken, and when no action 
is taken to explain to the Organization the reasons therefor. - 
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The I.T.O. is not merely a fact-finding and advisory board. It has also 
quasi-judicial and administrative powers. It interprets the charter and issues 
rulings based on its interpretation. Article 86 (Section 2) provides that “any 
question or difference concerning the interpretation of this charter or arising 
out of its operation shall be referred to the executive board for a ruling 
thereon.” The wide scope of action implied in the last phrase is worth 
noting. It might perhaps confer on the Organization the right to interpret 
the provisions of multilateral treaties negotiated in accordance with the 
provisions of the charter. The Board is not in all cases a final authority. 
In some cases appeal may be taken to the International Court of' Justice. 

In addition to the general power of interpreting the charter, the Organization 
is charged specifically with the duty of defining certain terms. For example, 
it can determine whether or not a price stabilizing payment constitutes an 
export subsidy. (Section E, Article 30, paragraph 3.) The Board also may 
give an opinion as to whether certain contemplated action on the part of 
a member is permissible under the terms of the charter, and may give 
approval in advance to a proposed course of action. This procedure is best 
illustrated in Article 26, which deals with restrictions on imports to safeguard 
the balance of payments, and provides that any member applying or intending 
to'apply restrictions may consult with the Organization with a view to 
obtaining its previous approval. The action of the Organization will not 
be arbitrary but in accordance with criteria defined in the charter. Approval, 
having been given, confers immunity on the member against punitive or 
retaliatory action, 

The key question about the I.T.O. in many people’s minds is: what 
power has it to enforce its decisions? It is obvious that what the framers 
of the charter have in mind is a body with more than fact-finding or advisory 
powers. In general the Organization has the task of seeing to it that the 
member nations live up to their obligations. It interprets those obligations 
as defined in the charter, issues rulings, and hears complaints of noncom- 
pliance; it makes investigations, holds hearings, and issues decisions. Finally, 
the Organization has certain powers conferred upon it by the charter which 
are designed to bring pressure upon the member states to force them to 
comply with its recommendations and decisions. The methods of bringing 
pressure may be likened to ostracism in the Greek city states or excom- 
munication in medieval times. The I.T.O. is a voluntary association of 
nations, each of which has undertaken to observe certain principles and to 
obey certain rules in the conduct of its commercial relations with other ~.. 
nations in consideration of reciprocal undertakings on their part. Should a 
member break his agreement, for example, fail to negotiate with other 
members for the reduction of tariffs or insist on maintaining quantitative 
restrictions or injurious export subsidies, the Organization after other pro- 
cedures have failed may release other members from their obligations under 
the charter to the offending state. Released from the pledge of most-favored- 
nation treatment, any or all of them might then freely impose discriminatory 
duties on his trade, employ quantitative restrictions, or other weapons of 
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economic warfare whose use is restricted by the charter. The charter recog- 
nizes that all infractions of its rules are not equally important and that the 
cancellation of the. most-favored-nation pledge might be out of proportion 
to the offense. Consequently, it -gives the I.T.O. discretion to make the 
punishment fit the crime by limiting the scope of sanctions. 

The frequent use of sanctions would, of course, destroy the purpose of 
the charter which is to get rid of discriminations and nontariff restrictions. 
So, if the Organization is to function successfully, it must rely principally” 
upon the milder forms of control, upon publicity, or furnishing opportunities 
for consultation between offending and aggrieved nations, upon the publication 
of competent, objective studies of the effects on. world trade and the trade 
of particular countries, on cartels, commodity agreements, preferential tariffs, 
and other matters of commercial policy. Whether these studies will be well 
planned and well executed will depend very largely on the personnel of the 
Organization’s expert bodies, its three commissions, ‘expert staff, and its. 
secretariat. Z 

There is danger in a discussion such as this. making too much use of 
words and phrases expressing general principles and their qualifications, 
of exceptions, prohibitions, safeguarding, and ‘escape clauses. These are 
necessary mechanisms, but still they are only mechanisms. They are inert. The 
force that will energize the new institution and the spirit which will animate 
the mechanisms so that they accomplish their purpose, must come from the 
men and women who work in the Organization, both on the expert and 
tho policy making lovelo. Tho supply of well qualified people in this ficld is 
not large. You will all agree, I believe, that the tasks that confront the new 
I.T.O, will present a challenge to the very best qualities of heart and mind. 
All of us ought to use whatever influence we have to see that this important 
new institution is well staffed, 

ALEXANDER GERSCHENKRON: I wish to express my general agreement 
with Dr. Knorr’s well-balanced and realistic appraisal. In the following I 
should like first to touch on one point he has made, the merits of which 
are not clear to me, and then to add a few remarks i in supplement rather than 
in criticism of his paper. 

I think that Dr. Knorr has rightly devoted a good deal of his paper to 
the problem of contracyclical policies on the part of the international economic 
organizations, I agree particularly with his emphasis on the need for intensive 
studies in this field. I am less convinced, however, of the validity of a specific 
suggestion made by Dr. Knorr in this connection. He objects to the right 
granted by the I.T.O. charter to members to impose quantitative restrictions on 
trade when, as a result of their own domestic employment policies, their balance 
of payments is in disequilibrium; he feels particularly that such an arrange- 


‘ment would not be suitable in times of general depression; and he recommends 


the use of a reinforced scarce-currency clause of the Fund Agreement as a pref- 
erable alternative. 
_ Dr. Knorr does not say precisely what hé means by reinforcing the scarce- 
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currency clause. Does he mean, for instance, that the Fund should be given 
special rights of applying direct pressures on the country which is unwilling 
to utilize its surpluses—pressures of the type contemplated in-the original 
Keynes Plan; or has he in mind a reinforcement of the clause by stipulating, 
for instance, that at any time when the Fund’s holdings of a certain currency 
have fallen to a given, arbitrarily chosen, percentage of its quota, the Fund 
should be obliged to declare the currency in question scarce; or would he 
go so far as to give the member countries the right to declare the currency 
scarce, even though it may not as yet, as required in the scarce-currency 
clause, become evident to the Fund that the demand for such currency 
seriously threatens the Fund’s ability to supply it- 

Amendments along these lines, I submit, are either impracticable or in- 
advisable. They would greatly reduce the flexibility of the Fund’s policies, 
or even tend to eliminate fully the Fund’s guiding influence in the field. It 
should be noted that in its present form the scarce-currency provision is a 
rather radical instrument. Once the Fund has declared a currency scarce, 
the members regain, after consultations with the Fund, a very high degree 
of freedom to impose discriminatory exchange restrictions. It would not seem 
desirable to eliminate the requirement of previous consultations, as this is a 
very necessary method which would make it possible for the Fund to preserve 
some guidance over the future course of events. : 

Quantitative restrictions for maintenance of employment indeed are un- 
desirable. For the time being, in default of co-ordinated international contra- 
cyclical policies they are an inevitable evil. This evil, however, has been 
greatly mitigated in the present draft of the I.T.O. charter in which the right 
of the member to apply such restrictions is qualified by stipulations concerning 
consultations with the I.T.O. (and, through the I.T.O., with the I.M.F.), 
as well as by the institution of a procedure regarding complaints and 
sanctions, This may not be sufficient to prevent what Dr. Knorr calls 
“promiscuous use of quantitative restrictions,” and I should agree that it 
might have been better if approval by the I.T.O. were required prior to the 
imposition of restrictions. Still, the existing arrangement seems to be more 
desirable than an increased reliance on the scarce-currency provision. 

Dr. Knorr gives three reasons for his preference for the scarce-currency 
instrument: (1) general depression, he says, requires a general rather -than 
an individual defense, (2) in times of depression the provisions of the charter 
will become unduly cumbersome administratively, and (3) they involve dupli- 
cation of policies by the I.T.O. and the LM.F. 

I feel the first argument should be approached with caution. In times of 
depression it becomes paramount to prevent the danger of a general disintegra- 
tion of world trade; a general flight from international co-operation may end 
in a general defeat rather than in a general defense. In a depression it is 
particularly important to prevent the I.T.O. from losing contact with the 
commercial policies of the individual countries and the controls that are being 
applied. In addition, the I.T.O. charter provides, although somewhat gingerly, 
for consultations and discussions, in collaboration with the Fund, of measures 
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to be taken by as whose balainces of payments are fava This, at 


least in principle, is much more of a general defense than a situation where 
everyone tries to save himself. 

Nor. do I feel that the argument that quantitative Fesil as envisaged 
in the charter would prove unduly cumbersome administratively is necessarily 
convincing. The task of international control of trade barriers is indeed an 
infinitely complex and cumbersome one. The solution, it seems to me, lies 
in recognition of this fact and in providing the I.T.O. with an adequate 
staff so as to make it equal to. the job. Otherwise the charter nay easily 
suffer the fate of the well-meant, but futile, initiatives of the interwar period. 
It may be recalled in this connection that the numerical inadequacy of the 
` League of Nations’ economic organization proved a very serious impediment 
in its work, Dr. Knorr rightly stressed the great need for flexibility. But 
flexibility in this field cannot be achieved by reliance on general devices. 
©- What will be required is painstaking , and effective concern with individual 
measures of trade control. 

Finally, it is not clear to me that the present draft of the charter should 
lead to serious apprehensions concerning duplication of action by the Fund 


and the I.T.O. It seems that considerable care has been taken to assure, — 


as far as possible, identical membership in both organizations, at least as 
a rule. In exceptional cases where membership in the I.T.O. will not coincide 
with membership in the Fund, special exchange agreements with the I.T.O. 
in collaboration with the Fund will be required, The fact that both organ- 
isations will find a broad ficld for co-operation. is far from being disturbing. 
- Co-ordination between monetary and commercial policies i is extremely desirable 


‘and indeed essential from the point of view of the general purposes of both ` 


organizations, and the I.T.O.. certainly is entitled to watch over commercial 
aspects of balance- of-payments problems. 

What does give rise to apprenhensions is not duplication, which in reality 
is very necessary co-operation and co-ordination, but the fact that divergent 
voting systems may possibly be adopted in the two organizations; that is to 
say, weighted voting in the Fund, dnd equal vote in the I.T.O. This might lead 
to substantial differences in approach and attitude and may, indeed, create 
real problems. 

I should like finally to refer briefly to a specific problem in connection 
-with intergovernmental commodity agreements, which both Dr. Wilcox and. 
. Dr, Knorr discussed. I am referring to commodity agreements on grains 
- and, more specifically, on wheat: I feel that a strategic factor in this respect 
is the „future of agricultural production in industrial and semi-industrial 
- Europe. 

A great deal is being said now in the capitals of Western Europe abouts 
an increase of efficiency i in farming and a return to competitive conditions. 
But behind this silken curtain of words and plans lies the fact that no serious 
attempt is being made to prevent preservation or re-creation of agricultural 
high-cost areas within the framework of the world economy. It will be 
` remembered that in the past agricultural protectionism, and more specifically 
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protection of grains, was the source and origin of autarchic ideologies and 
policies, and one of the greatest stumbling blocks in the path of freer trade. - 
In the past, international commodity agreement in this field could have 
been nothing other than a conspiracy for joint exploitation of consumers. 
This was true for the simple reason that the grain importing countries in - 
reality represented the interests of their high-cost producers rather than those 
of consumers. As Mr. Wilcox pointed out, the present charter assures equal 
voice to consuming and producing countries. But as long as the so-called 
“consuming” countries have not carried out considerable structural adjuist- 
ments, as long as the volume of their agricultural production remains inflated, 
and within this inflated volume strong emphasis is placed on production 
of.grains rather than converted products, the chances for success of commodity 
agreements will be slim indeed. 

These chances would be greatly enhanced if it should prove possible, first, 
to achieve substantial reductions of European grain tariffs under Article 
24 of the charter and, second, to allow a sufficient time for these reductions 
to affect the agricultural structure in Europe. If a commodity agreement - 
on wheat should come too early, the probability would be that it would 
impede rather than promote this process. I appreciate that the charter 
stipulates that commodity agreements should be designed to shift production 
toward low-cost areas. But for the reasons given I have grave doubts that a 
commodity agreement on wheat could prove an effective vehicle of adjustment. 
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MULTILATERAL TRADE AND EMPLOYMENT 


By ARTHUR SMITHIES TE 
. Bureau of the Budget ‘ t 


` The emphasis placed on employment in the charter of the United 
- Nations and the draft charter of the International Trade Organization? 
‘arouses both optimism and pessimism. It indicates that the world has 
recognized that perhaps the major cause of world instability is depres- 
sions that originate in large industrial countries and spread to the rest 
‘of the world. But it also indicates that many countries may not be pre- 
‘pared to make short-run sacrifices in terms of employment for the sake 
of a longer-run international stability. 
The charter of the U.N. proclaims that one of the objectives of the 
organization is to promote full employment. The draft charter of the 
1.T.O. states that “the avoidance of ‘unemployment or underemploy- 


-ment ... is a necessary condition. for the expansion of international’ . 


' trade and, in general, for the realization of the pirposes of the Organ- 
- ization.” 

Almost ay a vulee from 4 forgotten past, we alsu Aud lurking Iu the 
- background the converse proposition—that measures to expand. inter- 
- national trade on a balanced basis will expand domestic employment. 
One of the purposes of the International Monetary Fund is “to facilitate 


the expansion and balanced growth of international trade, and to con-, 


tribute thereby: to the promotion and maintenance of high levels of 


employment.” Curiously enough, there-is no equally clear statement - . 


to this effect in the draft I.T.O. charter. 

These are the first two questions I want to discuss—the dependence 
of multilateral trade on sustained high employment and the contribu- 
‘tion òf multilateral trade to employment. The third relates-to foreign 
investment. The Articles of Agreement of the International Bank are 


strangely silent on the point, but the I.T.O. document asserts that “the- 
industrial and general economic development of all countries and in.. 
‘particular of those countries whose resources are as yet relatively un- . 
‘developed will improve opportunities for employment. .. .” There can ` P 


be little doubt-that foreign investment will increase employment in the 


lending country.or the borrowing country, or both. The question I am , 


here concerned with is its relation to multilateral trade. 


* Charter for an International Trade Orgoization (Department of State, December, ` 
946): 
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I. The Dependence of Multilateral Trade on Sustained Employment 


‘The final acts of Bretton Woods, the United Nations charter, and 
the draft I.T.O. charter all contain pledges by the participating coun- 
tries to maintain levels of employment varying between “high” and 
“full.” The knight in shining armor has been Australia, and the United 
States has consistently played the part of reluctant dragon. The reason 
for this is not hard to find. Australia is the most articulate of the “de- 
pendent economies” whose national prosperity depend heavily on for- 
eign trade, while the United States is the country where-other countries 
confidently expect that the next world depression will originate. 

At first sight, the pledges and the discussion that has led to them 
sound either naive or impertinent. They are naive when they seem to 
imply that there is nothing that the United States wants more than a big 

, depression. They seem impertinently to suggest that the United States 
has not read the modern literature on the theory of employment and 
needs to be informed of its contents by an international document. 

I believe, however, that the purpose of the pledges is not to instruct ` 
the United States on how to mend its ways but to provide other coun- 
tries with an escape from the agreements. 

There is no need to argue that multilateral trade will flourish most 
luxuriantly in a world of stable and prosperous economies. That is the 
condition under which the classical system is a demonstrable success. 
The important thing to discuss is whether agreements to conduct trade 
on a multilateral basis can be preserved in the face of serious depres- 
sions, particularly in the great industrial countries. 

Suppose balances of payments throughout the world are in equilib- 
rium under generally prosperous conditions. To simplify the discussion, 
suppose there is no foreign investment and that imports of every coun- 
try depend uniquely on its money national income. Is it possible under 
these favorable assumptions that, with the same exchange rates, bal- 
ances of payments could be in equilibrium under conditions of world 
depression? : 

Of course equilibrium could come about by sheer accident. But can 
governments adopt systematic and definable policies that will produce 
dit? This could be done if every country whose exports suffered, ar- 
ranged that at any level of national income the marginal propensity of 
its government to spend plus its marginal propensity to invest privately 
were equal to its marginal propensity to tax plus its marginal propensity 
to save. In these conditions, every decline in a country’s export income 
would produce a corresponding decline in national income, and national 

-income would decline sufficiently to decrease imports by an amount 
equal to the decrease in exports. 
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If this policy were generally followed, the depression would be more `, 
- severe in some countries than others. For instance, countries whose | ' 
main industry was entertaining tourists-or countries that supplied raw 'y 
materials would have to reduce their national incomes severely. It is ~ 

entirely possible that the depression would be more severe in the coun- 
tries to which it spread than in those in which it originated. It is indeed 

_ unlikely that international equilibrium could be preserved if national 
‘incomes merely declined in step. 

The policy I have outlined is essentially ‘the old gold standard pre- 
scription adapted to modern conditions where the government’s fiscal _, 
policy exerts a major influence on the national income. It means that the 
government’s fiscal policy, as well as its monetary policy, should en- 
courage and not offset the decline in national income induced by loss 
of exports. 

- Probably no government in the world today would agree to do that, 
and most of them would take domestic measures to preserve prosperity | 
at home in the face of world depression. In that event, balance-of-pay- 

“ment difficulties would unquestionably occur. No country has yet had 
the temerity to suggest that domestic recovery policies should be syn- 
chronized by an international agency, and the presumption is that no -y 
country would agree that they should be. Political, economic, and’social ` 
conditions will make for different rates of recovery that bear little re- 
lation to the requirements of international economic harmony. 

. Furthermore, no matter what policies are followed; imports and 

. exports will not decline simultaneously. If a country suffers a loss of 
export income, its demand for imports will only decline with a lag, and 
in the meantime foreign exchange reserves are depleted. 

Nothing more need be said to show that balance-of-payments diffi- _ _ 
culties are inherent in any serious depression. This is demonstrated in: 
the draft charter of the I.T.O. which recognizes that countries_are en- 

. titled “to safeguard their economies against deflationary pressure in the 
event of a serious or abrupt decline in the effective demand of other 
countries.” .. 

These difficulties can be dealt with mainly: (1) by plugging the gaps 
with credits; (2) by adjusting exchange rates; (3) by resorting to 
direct controls over imports. From the point of view of preserving ` 
multilateral trade 1 and 2 are preferable to 3. 

1. The ideal arrangement: would probably be to keep exchange rates 

‘ stable and to permit deficit countries to borrow from an international 

agency. But the International Monetary Fund is not equipped for the -| 

task in the event of a severe depression. Its total resources are not large 7 

enough and countries are not permitted to draw enough at any one time. 

The credit facilities of the Fund are intended to smooth out minor 
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fluctuations; they are not adequate to correct major disturbances in 
trade. . 

But would a country be willing to forego import restrictions and 
finance its balance-of-payments deficit by borrowing or allow its re- 
serves to sink to a low level? Such policy would impose a future debt 
burden on a country and its domestic recovery efforts would have 
to be shared to some extent with other countries. It would require far- 
sighted statesmanship and sometimes a good deal of optimism to assume 
that the bread cast on the waters might eventually come back in the 
form of demand for exports. 

2. During the thirties exchange rate adjustments became unfashion- 
able. It was frequently found that when a country depreciated to 
correct a balance-of-payments deficit, the deficit increased owing to a 
speculative outward flow of capital. But many countries now have con- 
trols over capital movements and they are encouraged by the Fund 
to retain them. If these controls are strict enough, exchange rate changes 
could become a far more effective instrument of adjustment. 

Whether or not exchange rate adjustments will be used in the future 
depends on the policies of the Fund. Under the Articles of Agreement, 
exchange rate changes are to be made only at the request of the mem- 
ber concerned and to correct a “fundamental disequilibrium,” which is 
nowhere defined. Readers of the Fund document who are unschooled in 
its folklore inevitably get the impression that the Fund is intended to 
retard rather than encourage exchange rate changes. Among its pur- 
poses are “to preserve exchange stability” and “to avoid competitive 
exchange depreciation.” If this language can be construed to mean “‘to 
facilitate necessary or desirable changes in rates,” well and good. 

I believe that the history of exchange rates indicates that countries 
have depreciated too late more often than too soon. France and Eng- 
land are obvious examples. The one exception that immediately comes 
to mind is the United States in 1933. Since the war, there has been a 
disturbing tendency for countries to allow their currencies to remain 
overvalued for the sake of keeping their terms of trade favorable. 

Exchange rate changes, under international control; have untried 
possibilities as an adjusting device. The future of multilateral trade 
may well depend on the imagination and foresight with which they are 
used. š 

3. By far the most popular method of correcting balance-of-pay- 
ments difficulties is quantitative restrictions. Countries at Bretton 
Woods were willing to surrender the right to use exchange controls on 
current transactions after the transition period. But they regard direct 
import controls as indispensable. Keynes hailed these controls as a 
new discovery that will help us apply to the modern world the wisdom 
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of Adam Smith.’ To advocates of multilateral trade in this county; they 
are the devil incarnate. 

Clearly import controls through quotas seriously ao multi- 
lateral trade. More than any other type of control, except exchange 
controls, they are discriminatory—despite all the safeguards—and 
they are completely protective. Imports are permitted if they pay the 
tariff but there is no room for argument with the quota. Consequently 
the countries that fear balance-of-payments trouble and those that 
want to protect young industry insist on retaining the right to use 
quotas. The United States, on the other hand, insists on minimizing 
their use. The draft I.T.O. charter permits the use of quotas for 
balance-of-payments purposes and to promote industrialization, but 
they must be applied under the watchful eye of the organization. 

It is significant that the draft charter provides for full consultation 
with the Fund when the I.T.O. is considering the use of direct controls 
by individual members. One suspects in the draft the wistful hope that 
the Fund might remove the need for quotas by promoting exchange 
rates udjustments. One significant paragraph states: 


If there is persistent and widespread application of quantitative restrictions [fur 
balance-of-payments purposes], indicating the existence of a general disequilibrium 
which is restricting international trade, the Organization shall seek consultation with 
the International Monetary Fund. The Organization may then in collaboration through- 
out with the International Monetary Fund initiate discussions to consider whether 
other measures might not be taken, either by those countries whose balances of payments 
are under pressure or by those countries whose balances of payments are tending to be 
exceptionally favorable. ~ 

If such a conference is to be a success, it is difficult to see how it could 
fail to recommend a thoroughgoing revision of exchange rates that 
would permit international equilibrium without excessive use of import 
controls. 

Theoretically the I.T.O. charter could withstand a deep depres- 
sion. Import controls would be used when required, but when the world 
returned to prosperity they would be dropped and mulfilateral trade 
would be resumed on an unimpeded basis. It would be unwarranted 
optimism to make this assumption. ‘There is danger that the whole 
structure will collapse if the whole burden of adjustment is thrown 
on import controls and if countries seize the excuse ‘afforded by 
a depression to embark on protective and restrictive policies, 

While there are compelling reasons why we need not fear a collapse 
of the order of that of the thirties, there is no warrant for the belief 
that we have embarked on a stable era of world prosperity. Even with- 
out depression there will be change, and change requires adjustment. 


3 xt 
2“The Balance of Payments of the United States,” Economic Journal, June, 1946, 
pp. 172-187. 
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The future of multilateral trade depends ultimately on whether the 
countries of the world believe that its long-run advantages will trans- 
cend short-run appeals to abandon it. If countries are willing to use 
their reserves and make prompt changes in their exchange'rates, direct 
controls can be held to a minimum and there is hope. But if countries 
take a cynical view of the long run, or if they are unwilling to let their 
own recovery efforts benefit any other country, the splendid efforts 
that are now being made to restore the principles of rational conduct to 
the world economy will be wasted. 


Il. Will Multilateral Trade Increase Employment? 


I come now to the question whether removal of trade barriers can 
be expected to increase employment. If every country agrees to import 
-more and consequently to export more so that the total volume of 
international trade increases, will money national incomes and conse- 
quently employment increase? 

The answer depends on the effect of removal of trade barriers on - 
domestic conditions within the various countries. In an extreme case, 
removal of barriers could merely mean. that every country substituted 

. consumption of foreign goods for its own goods and incomes and em- 
ployment remained unchanged. But this process of substitution will 
have some effect on the propensity to consume and the propensity to 
invest in every country. Will these effects make for a higher national 
income? ; 

On the consumption side, the argument is as old as Malthus. In 
Book V of the Principles he argues in effect that removal of obstacles 
to domestic trade will increase the variety of goods available and so 
increase their rates of consumption. Removal of barriers to interna- 
tional trade may have the same effect. We saw during the war how the 
absence of particular kinds of goods, such as automobiles, diminished 
consumption in relation to income. In the same way new opportunities 
to consume exotic goods and to travel may increase the propensity to 
consume in any country. The removal of trade barriers will reduce 
monopoly, and thus tend to redistribute income more equally. This, 
also, will tend to increase the propensity to consume. 

On the other hand, multilateral trade means that many goods are 
available at lower costs and real income is consequently increased. This 
would tend to lower consumption and increase saving in relation to 
income. 

On the investment side, also, there are conflicting influences. 

Domestic producers who enjoyed the shelter of protection will bè 
exposed to international competition. This may increase investment of 
businesses having to invest in new equipment and adopt new tech- 
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nologies in order to survive. On the other hand, lower profits in the 
industries that were formerly protected may reduce the rate of invest- 
ment. 

I know of no statistical method by which conclusions can be reached 
on these matters, and a priori methods yield conflicting results with 
respect both to investment and consumption. From a practical point 
of view, the only satisfactory course seems to be to assume that relaxa- 
tion of trade barriers will be, in the long run, neutral in its effects 
on employment: There are abundant arguments for freer trade from 
the real income point of view, and it is a mistake to weaken a strong 
argument by supporting it with claims of dubious validity. Let us hope 
that we have not reach the point where no economic policy can be 
justified unless it increases employment. 


TII. Foreign Investment and Multilateral Trade 


My third question is whether the use of foreign investment as an 
employment policy should be limited on the grounds that sooner or later 
it disrupts mutilateral trade. 

Of course foreign investment that results from efforts by a country 
either to restrict its imports or to expand its exports, in competition 
with the products of other countries, will be disruptive. Such efforts 
mean that unemployment is exported, and unless the expansion of ex- 
ports is achieved through “fair” competition—and perhaps even then— 
will provoke retaliation. 

I am concerned here rather with productive investment abroad which 
increases demand for capital equipment and creates new demands, 
thereby increasing the total demand for goods and services. Such in- 
vestment not only provides a market for capital goods produced in 
the lending country, or elsewhere, but makes possible domestic invest- 
ment and expansion in the borrowing country. It can safely be assumed 
that employment in both countries will increase. 

It is seriously urged, however, that foreign investment will store up 
balance-of-payments difficulties in the future. Let us consider these 
arguments. ` 

The first is- that foreign investment is an unstable item in balances 
of payments and is likely to dry up at the first hint of world depression. 
This was undoubtedly true in the late twenties, when world depression 
was accelerated by the cessation of investment abroad by the United 
States. Foreign investment shrank probably both because the supply 
of funds for investment contracted as the national income shrank and 
because the rest of the world became a less attractive place to invest 
in. If the rest of the world remained prosperous while the United States 
suffered a depression the picture might be very different. If foreign 
investment were safe enough it is possible that it might increase rather 
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than decrease as domestic investment opportunities shrank in the 
United States. 

In any event, foreign investment in the forties and fifties will be 
very much more under the control of governments than in the twenties. 
The International Bank has been set up to encourage a stable flow of 
private international investment. Governments will, if anything, be 
under pressure to increase rather than to contract foreign investment 
in times of depression. Thus, I believe the prospect for stability in the 
flow of foreign investment is considerably greater now than in the 
twenties. E 

The second argument against foreign investment is that service 
charges on foreign. borrowings are an inflexible element in balances of 
payments. In the event of depression, countries either have to default 
or accomplish a drastic reduction of their commodity imports. In 
Australia, for instance, overseas debt service in the worst year of the 
depression amounted to about half its export income. It is not surprising 
that after that experience Australia determined never again to borrow 
abroad, 

This argument is a serious one and can only be avoided by altering 
the nature of loan contracts. Fortunately steps have already been taken 
to accomplish this. The Articles of Agreement of the International Bank 
provide that in the event of balance-of-payments difficulties a country 
can pay service charges in its local currency for a period of three years 
and then make long-term arrangements to convert those payments into 
the currency in which they are due. The British Loan Agreement pro- 
vides for a waiver of interest in years where exchange and foreign re- 
serve conditions make payment difficult. If this practice becomes gen- 
eral in loan contracts by governments or international organizations, 
one of the most serious objections to foreign investment will be met. But 
it is difficult to see how private investment that is not guaranteed by a 
public body can adopt this device. Unfortunately the world has not yet 
become enlightened enough to make investments in equity securities 
of foreign governments. The ideal arrangement would be one in which 
service charges of all international indebtedness fluctuated with the 
debtor countries’ national incomes and balances of payments. 

The third objection to foreign investment, from the point of multi- 
lateral trade, is that when the investment period ends and the repay- 
ment period begins, it will be extremely difficult to readjust balances of 
payments. This argument is applied particularly to the United States. It 
is feared that this country would never permit an import surplus suffi- 
cient to allow for a large item of repayment in its balances of pay- 
ments. It is also argued that unless investment projects ‘are designed 
_ to increase the export surpluses of the borrowing countries, those coun- 
tries may not be able to repay after they have ceased to borrow. 
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It is obviously impossible to apply this latter criterion specifically to 
any particular investment project. The most it can do is to furnish a 
negative guide. A project may be rejected on the ground that. there is 
no likelihood that it will contribute to capacity to repay. But it is im- 
possible to forecast the United States balance of payments a genera- 
tion hence. ‘In a rapidly changing world, unforeseen influences may 
alter the whole complexion of the problem. On the basis of ignorance 
of other factors, it is not legitimate to assume that the situation will 
be changed only by the known factor. If a policy is worth while in the 
light of the foreseeable future, it should not be rejected solely because 
the remoter future is unknown. Who could have foreseen the future of 
the British balance of payments during the heyday of British foreign 
investment? Keynes never wrote wiser words than his last: “We shall 
run more risk of jeopardizing the future if we are influenced by in- 
definite fears based on trying to look ahead further than anyone can 
see. 293 

The fourth PATTE against foreign investment is the neo-Marxian 
contention that the struggle of capitalistic countries to preserve full 
employment through foreign investment will ultimately lead to con- 
flict, and in the meantime will lead to disruption of the world economy. 
However inadequate the Marxian theory as a complete explanation of _ 
imperialism, this particular argument cannot be rejected with a shrug | 
of the shoulders. Things could work out in the way the Marxians pre- 
dict. Countries could seek to cure their unemployment problems by 
external measures. If foreign investment policies are based on the em- 
ployment requirements of the lenders rather than on the productive 
needs of the borrowers, economic warfare and the destruction of multi- 
lateral trade could be the result. 

Prime responsibility rests on the great industrial countries to achieve 
reasonable stability of income and employment, and this must be done 
by domestic measures. The draft I.T.O. charter states in effect that 
effective demand and employment of necessity depend on domestic 
measures. It should say in addition that the requirements of an expand- 
ing and prosperous world trade demand that domestic rather than inter- 
national measures be used to keep up employment. 

But international policy must not assume that economic stability will 
be unmarred by depression. Nor should ‘it be assumed that multilateral 
trade is inevitably doomed if depressions do occur. If countries take 
this fatalistic view, the new instruments of control which can be used 
to further long-run objectives will plunge the world again into nation- 
alistic chaos. 


* Op. cit, p. 187. 
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I 


The object of this paper is to consider the international implications 
of national policies aimed at maintaining high and stable levels of em- 
ployment. It is now widely realized that such policies are not. only 
compatible with, but actually prerequisite to, a large and steady flow 
of world trade. Substantial progress has been made since the end of 
the war in setting up the framework for a new international system of 
monetary and trading relations. The two Bretton Woods institutions 
are ready to start operations; and a conference just concluded in Lon- 
don has produced a draft charter for an International Trade Organiza- 
tion. This is a good time to inquire how this new system can be operated 
so as to agree rather than conflict with the domestic objective of 
stability at full employment. 

The search for domestic stability. at full employment must nowadays 
be accepted as a datum. The international monetary system should be 
—and, I believe, is now—so devised that the balance of international 
payments can never force a country into a state of deflation or infla- 
tion. Foreign trade fluctuations may continually necessitate relative 
shifts in the structure of prices and production, but should not compel 
any country to depart from the general norm of domestic stability. On 
occasion, domestic stability may of course break down; inflation or de- 
flation may occur; but, if so, it will be for autonomous internal reasons, 
not as a means of bringing a country’s external accounts into balance. 
Historically, resistance to deflation as a means of adjustment was not 
the only factor that led to the collapse of the gold standard. Resistance 
to inflation on the part of surplus countries—countries such as the 
United States, France, and Sweden at certain times in the interwar 
period—was perhaps just as important. 

The problem that arises under these conditions may be stated as that 
of harmonizing the requirements of internal equilibrium with those of 
external equilibrium. It will suffice in this context to define “internal 
equilibrium,” very roughly, as the maximum level of national income 


For helpful discussion and advice in the preparation of this paper, I am greatly 
indebted to the members of the Monetary Policy Seminar at the Institute for Advanced 
Seed pia New Jersey, and to Professor James W. Angell, Columbia University, 
New York. 
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and employment that can be continuously sustained without an infla- 
tionary rise in wages and prices; while “external equilibrium” is simply 
a balance of payments that maintains itself in equilibrium without the 
persistent use of monetary .stopgaps such as gold movements or 
short-term borrowing, and without a permanent increase in trade bar- 
riers. , 

Responsibility for internal equilibrium—for the maintenance of a 


high and stable level of employment—lies primarily in the sphere of | 


domestic policy. There may be limits to what a country can do alone, 
but there is‘always something it can do to keep its own house in order. 
This need forself-reliance is the first point to stress, and it.applies to 
the prevention of deflation as well as to that of inflation. 
` The next point is that, in principle, a country striving for internal 
equilibrium need never be deterred by difficulties in its balance of pay- 
-ments. There exist specific methods of influencing the external balance 
so as to keep it in equilibrium. (We shall discuss them presently under 
the two broad headings of commercial policy and exchange-rate adjust- 
ments.) For a single country, consequently, a unilateral expansion 
policy evén at a time of general depression should be not only desirable 


but also to some extent practicable, in much the same way as a uni- ' 


lateral free trade policy was shown to be by the classical doctrine of 
foreign trade. The means available for preserving external equilibrium 
should afford each country some scope for the pursuit of internal 
equilibrium independently. 
Naturally it would be better to find a way of co-ordinating the 
domestic stabilization policies of at least the major trading nations. 
But, in the first place, such policies must exist before they can be 
co-ordinated. Secondly, evén if they existed everywhere, they would 


probably not be equally effective in the different countries. Thirdly, ` 


this co-ordination may require a degree of supernational control quite 


impracticable in the present state of the world. Co-ordination may.come ` 


about ultimately as a result of the spontaneous adoption and 'attain- 
` ment by like-minded nations of the same goal of internal equilibrium. 


We can hardly hope for more than the kind of spontaneous development: 


that characterized the rise of the gold standard systeni, in Wich ex- 
. change stability was the primary common aim. 

In the meantime, -the international monetary system rise be so 
designed as to'provide “buffers” in order to prevent such departures 
from domestic stability as may occùr in individual countries from up- 
setting the internal equilibrium of other members of the system. It must 
ensure that any single country pursuing the goal of internal equilibrium 
has instruments at its disposal for maintaining external equilibrium 
_-at the same time. 


f 


`N 


oy 
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II 


Among these instruments, consideration must be given not only to 
exchange-rate adjustments but also to trade restrictions, whether en- 
forced by customs duties, exchange controls or otherwise. A country 
expanding unilaterally at a time of world depression is likely to incur 
a deficit in its balance of payments. When its liquid monetary reserves 
are inadequate to meet the deficit, there is generally some change in the 
exchange rate that will restore external equilibrium. Alternatively, there 
is the possibility of adopting import restrictions, not in order to re- 
duce imports, but just enough to prevent them from increasing. This 
will prevent the expansion from “spilling over” abroad, but will not 
actually hurt the outside world. 

A country enjoying internal equilibrium may suffer a deficit in its 
foreign accounts because of a depression occurring in its export 
markets. For the depressed countries abroad, this means a surplus, 
which will give them automatically some relief from their depression. 
But an export surplus is an unneighborly way of relieving a depression 
which could and should be remedied by domestic measures. Here again, 
therefore, a policy of exchange adjustment, or import restriction adopted 
by a country with a deficit in its balance of payments for the purpose 
of closing that deficit, cannot be regarded as inflicting any unfair 
injury to the internal equilibrium of other countries. 

This leads us to a basic distinction which has to be made E the 
defensive and the aggressive use of measures such as import restric- 
tions and exchange depreciation. The line between defense and aggres- 
sion may be hazy in international politics, but it is fairly clear in inter- 
national monetary policy. There is a simple criterion; namely, the bal- 
ance of payments; more exactly, the balance of all current transactions 
and productive capital movements, excluding for obvious reasons gold 
movements, short-term funds, and hot money flights.” Exchange adjust- 
ments and import restrictions are defensive when they seek to prevent 
or to remove a deficit in the balance of payments; that is, when they are 
needed for external equilibrium. They are aggressive when they aim at 
creating a surplus in the balance of payments. The draft agreement 
of the I.T.O. is in accord with this criterion. It permits the use of im- 
port restrictions, including even quotas, when they are required for the 
protection of a country’s balance of payments. In the case of exchange 
adjustments, the regulations of the International Monetary Fund con- 
cerning “fundamental disequilibrium” are not so explicit. But it seems 
to me that the term fundamental disequilibrium must be defined pri- 

2I have discussed the balance of payments as a criterion of international monetary 


policy i in Conditions of International Monetary Equilibrium (Princeton University, Essays 
in International Finance, No. 4, 1945), pp. 4-8. 
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marily with reference to the balance of payments, especially since any 
persistent disequilibrium in the balance of international payments is 
bound to impair the Fund’s own position. 

A single country at a time of world depression could conceivably 
attain a full recovery at home solely by an “agressive” policy of ex- 
change depreciation or import restriction, creating a surplus in its 
balance of payments, with the attendant favorable multiplier effects 
throughout the domestic economy. This it could do only, of course, 
at the cost of worsening the position in other countries. The balance- 
of-payments criterion would exclude any such beggar-my-neighbor ` 
policy. It would permit, however, exchange depreciation. and import 


restrictions in their defensive uses, when they may be legitimate 


means of safeguarding-a country’s domestic stability as well as its 
external equilibrium. 


IH 


As a method of influencing the balance of payments, trade barriers 
can be treated, and are here treated, as one form of international 
monetary policy. For the maintenance of external and internal equi- 
librium in the general sense indicated, exchange adjustments and import 
restrictions stand on the same footing. But their effects on the inter- 
natinnal divisinn nf lahnr are very different Same adwvarates nf full 
employment seem to welcome the restrictive effect of commercial 
policy on international trade, for the sake of domestic employment. 
This attitude is based on two distinct grounds. First, there is the 
argument in favor of minimizing the volume of foreign trade so as to 
minimize the possibility of foreign disturbances upsetting the domestic 
employment situation. This view must be rejected, for it should be 
realized that the effects of foreign business fluctuations can be offset 


’ or neutralized by other methods, without giving up the benefits of 


+ 


international trade. The second argument amounts to saying that the 
employment problem would be easier to solve if we made ourselves 
poorer all round by putting an end to international specialization. There 
is some substance in this argument. The international division of labor 
is a laborsaving device. Destroying it, just like destroying laborsaving 
machinery, may create jobs. But full employment achieved in this way 
can never be considered a true equilibrium position. It is senseless 
to cure unemployment by reducing the level of economic efficiency. 


There are other ways of solving the employment problem. 


Trade restrictions operating through import quotas or exchange 
controls may be inevitable when there is a deficit in the balance of 
payments, when gold and other monetary reserves are inadequate, 
and when a change in exchange rates would be too slow a remedy. 


DOMESTIC VERSUS INTERNATIONAL EQUILIBRIUM 573 


When exports fall off as a result of a depression abroad, or when 
imports increase as a result of domestic expansion toward the “internal 
equilibrium” level, protection of the balance of payments implies 
something more fundamental as well; namely, protection of the do- 
mestic employment situation. It is therefore right and proper that the 
new system of international trade and currency should have made 
provision for import restrictions through the quotas permitted under 
the I.T.O. charter and through the exchange controls envisaged under 
the scarce-currency clause of the International Monetary Fund, when 
such restrictions are required for international monetary equilibrium. 
But commercial policy in this broad “monetary” function should 
always be subject to three general rules designed to minimize its 
restrictive effect on international trade. 

In the first place, when import restrictions are imposed to close 
a deficit in the balance of payments (a deficit resulting, say, from a 
depression abroad), they should subsequently be removed as soon 
as the balance begins to show a surplus (as the depression abroad 
gives way to recovery). This rule is expressly stated in the I.T.O. 
provisions adopted at the recent London conference. The surplus that 
might later appear could be removed by other methods, such as ex- 
change appreciation or foreign investment; but the only proper way 
to remove it is by abolishing the import restrictions adopted previously. 
Our aim is not simply external equilibrium; it is external equilibrium 
with at least the pre-existing degree of international division of labor. 
Now as a matter of practical politics, the international division of 
labor is usually not something that one can put in cold storage during 
a depression and take out again in better times. In practice, vested 
interests are liable to grow up and prevent the subsequent removal of 
the restrictions. Yet there is some hope that the rule laid down by 
the I.T.O. could be made effective. The growth of vested interests 
might be discouraged by the very fact that the I.T.O. charter requires 
the restrictions to be removed when they are no longer needed for 
the adjustment of the balance of payments. 

The second rule should be this: import restrictions that seem to 
be needed more or less permanently for protecting the balance of 
payments should always, in principle, be removed simply by replacing 
them by an appropriate change in the exchange rate. There must 
normally be some rate of exchange at which a country’s foreign 
receipts and payments will balance without the use of import barriers 
for this general purpose of external monetary equilibrium. 

Thirdly, the International Trade Organization should see to it that 
commercial policy for the maintenance of external equilibrium should, 
as far as possible, take the form of reducing import barriers in surplus 
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countries instead of increasing them in deficit countries. One country’s 
balance-of-payments deficit is another country’s surplus. And ‘for the 
surplus country to reduce its own import barriers cannot be any 
worse than to have its exports subjected to higher barriers imposed 
by the deficit countries. Particular industries would be differently 
affected by the two alternative policies. But for. the employment situa- 
tion as a whole, one is as good or as bad as the other, while for inter- 
national trade, one is much better than the other. Any unfavorable 
effect on employment in the surplus country, resulting equally from 
reduced import barriers at home or from increased barriers abroad, 
could be offset by domestic measures. 

This point arises, for example, in the case of the scarce-currency 
clause of the Fund. Member countries would be permitted under this 
clause to impose discriminatory restrictions against the exports of 
a country whose foreign balance shows a surplus and whose currency 
therefore becomes scarce in the Fund. The surplus may be due to a 
slump in that country, and the restrictions would be justifiable as 
a means of safeguarding domestic stability in the deficit countries. But 
instead of allowing these countries to impose discriminatory trade 
restrictions, why not get the surplus country to lower its import 
barriers? Incidentally, while the former alternative represents a dis- 
ctlminatory trade pulivy, tle latter doca not imply any discrimination 
except in the sense that import barriers are reduced only by one 
country; namely, the surplus country. 


IV 


Thus there exist possible ways of mitigating the restrictive effects 
of the commercial-policy method of securing international equilibrium. 
Yet the method of exchange-rate adjustment is in general far preferable. 
The only trouble is that this method may not always be sufficiently 
effective in the short run. In the long run, a system of exchange rates 
should be established ideally in such a way that, when the domestic 
economies of the member countries are functinoning at satisfactory 
levels of activity, each country’s balance of payments maintains itself 
in equilibrium, There is in my view no good reason to doubt the general 
efficacy of exchange adjustments in righting a country’s balance in 
the long run. It may conceivably happen that no degree of devaluation 
or appreciation will bring the external accounts into equilibrium. But 
this can be true only under rathér exceptional conditions of demand 
and supply elasticity, which are unlikely to persist for a long time. 
It may be true in some countries today, but the present postwar con- 
ditions are exceptional and, we may hope, temporary. Our discussion 
here is mainly concerned with the working of monetary relations 
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under the more normal conditions we hope to reach after the period 
of immediate postwar reconstruction. 

The object of the International Monetary Fund is to keep exchange 
rates stable in the short run but to permit step-by-step adjustments 
of rates from time to time, as and when the trend of international 
payments requires it. The method of exchange adjustment can under 
the new system be used in a way entirely compatible with the objectives 
of internal as well as external equilibrium. The Fund, we may note, 
has now explicitly recognized the domestic employment situation as 
one of the criteria to be taken into account.” A true equilibrium rate 
of exchange is one that maintains the balance of payments, not simply 
in equilibrium, but in equilibrium at a satisfactory level of domestic 
employment.‘ s 

Some liberal-minded economists are so impressed with the restrictive 
dangers of commercial policy that they would rather leave the mainte- 
nance of external equilibrium entirely to the care of fluctuations in 
exchange rates. This view may be attractive theoretically, but it places 
too much reliance on exchange-rate variations. Owing to the speculative 
tendencies which they provoke in commodity as well as capital flows, 
such variations are likely to be disruptive of internal stability. Experi- 
ence has shown that the distinction between exchange stability and 
domestic stability may become quite unreal when exchange rates are 
left free to fluctuate under the influence of speculative anticipations 
creating excessive and “nonfunctional” disturbances, not only in 
foreign trade, but also in domestic prices and production. This, at 
any rate, is apt to be the case when exchange variations are uncontrolled. 
When they are controlled by some form of official “pegging,” then 
we have’ before us a quite different method—one which aims at off- 
setting, instead of correcting, discrepancies in the external accounts 
by means of gold or other liquid reserves. 


vV 


The use of liquid external reserves as a buffer for temporary 
discrepancies in the balance of payments should be the normal method 
of operation of the international monetary system from day to day, 
or rather from year to year, exchange rates being thus held stable in 
the short run. That is the general function of what we may call “in- 
ternational liquidity,” including in this term not only gold and exchange 

* The resolution adopted to this effect is reported in the Federal Reserve Bulletin, Feb- 
ruary, 1947, p. 128. 

‘This idea is clearly implied in the section on Exchange Rates in the First Annual 
Report of the International Monetary Fund, which speaks of “the maintenance of a 


balanced international payments position at a high level of domestic economic activity.” 
(See Federal Reserve Bulletin, October, 1946, p. 1130.) 
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reserves but also the drawing facilities (quotas) provided by the Fund. 
International liquidity is a buffer, not merely in regard to the balance 
‘of external payments, but also in regard to internal economic stability 
since it makes it possible for a given country to offset, within limits, the 
effects of foreign business fluctuations upon the domestic economy. 
Suppose a country is striving to keep up both external and internal 
equilibrium, but suddenly finds itself faced with a depression in its 
export markets abroad. Exports fall off, and the export industries will 
suffer a depression which, through the familiar multiplier ‘mechanism, 
may spread to the whole domestic economy. To preserve the general 
stability of the domestic economy in these circumstances, it is necessary 
to offset the fall in foreign expenditure on the country’s products by 
an increase in the volume of domestic expenditure. This offsetting 
policy has its limitations in practice;* but insofar as total employment 
depends on total outlay, the compensatory increase in domestic demand 
will tend to prevent a general depression in the given country. The 
principle of compensatory domestic spending can and should be applied 
in reverse when foreign demand is excessive and threatens to produce 
an inflationary expansion of domestic money income. In either case 
the procedure is the opposite of what the gold standard would have 
required. But the gold standard rules were never very strictly observed, 
and the offsetting policy just described is in fact a logical extension 
of the central banking practice by which gold movements were fre- 
quently “neutralized” even in the best days of the gold standard. 
Since: the offsetting policy in itself does nothing to correct dis- 
crepancies in the balance of payments, it depends essentially on the 
existence of liquid reserves for covering such discrepancies. Reser 
should be adequate to take care of all temporary discrepancies, “cycli- 
cal” or fortuitous’ But- if reserves are small, then even a small and 
temporary drop in exports may exhaust them, so that the offsetting 
policy cannot be continued until the balance rights itself again. Thus 
the extent to which this policy can actually be employed for the 
preservation of domestic stability depends on the volume and distribu- 
tion of international liquidity. What the situation will be in this respect 
after the postwar transition period we cannot predict, but there are 
two favorable factors to be mentioned. First, the Fund represents 
a sizable addition to the volume of international liquidity. Secondly, 
there is now general agreement that speculative short-term capital 
movements should be controlled. This means that reserves of inter- 
‚national liquidity will no longer be wasted on transfers of hot money, 
but will all be avaliable for the settlement of balances on account of 


"See Economic Stability in the Post-War World (League of Nations, 1945), p. 232, 
or Conditions of International Monetary Equilibrium, op. cit., PP. 11-14, 
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trade and other normal transactions including foreign investment. 
There seems to be, consequently, a fair prospect for the successful 
functioning cf the buffer system of international liquidity as the normal 
method of operation. 


VI 


‘When the liquid reserves of some particular country or countries 
are depleted, then—and only then—is the time to take measures 
to correct the balance of payments. Measures of deflation or inflation 
are excluded for this purpose, unless they happen to be required for 
domestic stability. We are then left with the two types of measures 
already discussed: commercial policy in the wide sense, on the one 
hand, and exchange-rate adjustments, on the other. It is the method 
of exchange-rate adjustment that should be relied upon to bring inter- 
national monetary relations into long-run equilibrium. But coming in 
between this method and the normal buffer method of international 
liquidity, there may be need occasionally for commercial-policy meas- 
ures as a temporary means of correcting the balance of payments.° 
This need may arise especially when demand and supply conditions 
are not immediately or sufficiently responsive to changes in exchange 
rates. The new currency and trading system does not prohibit com- 
mercial-policy measures; it lays down the conditions in which they are 
to be used; quite rightly, it looks upon such measures as exceptions 
rather than the norm. The presumption is that they are to be used 
only when the international liquidity system breaks down at some 
point, and when possibly a breathing space is needed for the restoration 
of long-run equilibrium through exchange-rate adjustment. And let 
me add once more that, in theory at any rate, the commercial-policy 
method of securing international monetary equilibrium can be handled, 
without: prejudice to domestic employment, in such a way as to reduce 
rather than increase the barriers to trade. 

The main conclusion of this paper is that the new system of inter- 
national currency and trade is quite capable of being operated so 
as to allow scope for national policies aimed at high and stable levels 
of employment and at the same time to promote the flow of international 
trade. This system, which is developing largely at the initiative of the 
United States, presents an effective alternative to the bilateral solution. 
Bilateralism holds out two main attractions. First, bilateral clearing 
arrangements are supposed to have the advantage that a country 
can go ahead with any domestic expansion program without having 

Tt is because of the temporary nature and object of such restrictions that, following 
the LT.O. draft provisions, we have spoken of import quotas and not of tariff duties 


in this connection. Quotas can generally be imposed or removed by administrative 
action, while tariff changes usually require legislation. 
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to worry about its external accounts, since any increase in its imports 
will give rise to blocked balances available only for purchases in that 
country. But under a mutilateral system providing for international 

` liquidity, “defensive” commercial policies, and exchange adjustments, 
a single country should be able to enjoy substantially the same freedom 
from anxiety about its over-all balance of payments. ~ 

The second advantage of bilateralism is that it may enable a large 
‘trading nation to improve its barter terms of trade by bullying its 
weaker. trading partners one by one. This policy of improving the 
terms, as distinct from the balance, of trade is of course a beggar-my- 
neighbor policy, not in the technical sense of “exporting unemploy- 
ment,” but simply in the sense of extortion. It leads to retaliation and 
so to commercial warfare all round. 

The attractions of bilateralism are illusory. At the same time, we 
must realize that in the operation of the multilateral currency and 
trading system now in process of construction, we can no longer rely 
on traditional gold standard theory. The basic principles of the new. 
system must ‘be derived from the theory of employment as well as 
from that of international trade. It is useless to pretend that there 
is geheral agreement on these matters. The sooner such agreement 
is reached, the better will the system be able to function. The principles 
‘as I see them myself, and as I have tried to describe them, seem to 
have at' least the merit of consistency, seeking in every way to com- 
bine the. advantages of international trade with the benefits of full 
employment; 


VII 


We have discussed the principles in general terms without referring 
„to any country by name. Such general discussion may be useful in, 
clearing up our basic ideas, but sooner or later we must descend into _ 
the real world with-its great diversity of national problems.and national - 
economic structures. In particular we must give some attention to 
the position of the United States in the new international system. 

The position of the. United States is important, first, because of 
the great preponderance of the American economy in the world today 
and, second, because of the wide fluctuations to which the American 

economy. is subject or at least has been in the recent past. There is 
a widespread notion that all would be well in the international economy 
if only the United States could maintain high and stable employment 
„at home. Some people even go so far as to say that, by way of inter- 
national arrangements, nothing can be of any use unless there is 
high and stable employment in the United States. 
This line or argument seems to me exaggerated and misleading. 
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The general purpose of the new monetary and trading system is to 
interpose between the member countries a set of “buffers” (avoiding 
the use of “barriers” as far as possible), giving each country some 
leeway for domestic employment policy and some protection for its 
domestic stability. The position of the United States simply calls for 
a particularly strong and reliable set of buffers—not barriers—-so as 
to provide means of cushioning or neutralizing the external effects of 

American business cycles. 

One way in which business fluctuations here affect the outside 
world is the highly variable demand for imports in this country. In 
technical terms, this country has a high income elasticity of demand 
for imports. There are several reasons for this. First, our imports 
consist mainly of raw materials and hence are closely geared to the - 
rate of industrial activity here. By contrast, British imports, for 
instance, consist more largely of foodstuffs, for which the demand 
is much steadier. Second, some of our imports are of a marginal 
character. Domestic materials are sufficient for a low or average level 
of industrial production, but when activity rises above the average, 
imports are suddenly required to supplement the domestic sources. 
Third, our imports are sometimes greatly affected, in quantity and even 
more in value, by speculative inventory fluctuations. In boom periods 
there is much forward buying of imported materials, while in depression 
years buying is postponed. 

A possible remedy for this state of affairs would be for this country 
either alone or under international auspices to set up buffer stocks 
of the primary products chiefly affected. This is not the place to discuss 
the details of the buffer stock proposal. Here we can only draw at- 
tention to the general point that a buffer stock scheme might be an 
effective means of ironing out the fluctuations in American imports. 

Another way to offset the effects of domestic fluctuations on the 
outside world would be a countercyclical timing of American foreign 
investment. This, too, would tend to stabilize the supply of dollars 
to the rest of the world and would make that supply less closely 
dependent on the oscillations of business activity in this country. 
The idea of countercyclical foreign investment, just like the buffer 
stock idea, may not be easy to put into practice. But if it could be 

‘carried out, through the World Bank or otherwise, it would be a useful 
means, in addition to the other means we have discussed, of cushioning 
the external effects of American business cycles. 

All this does not imply that the stability of the domestic economy 
in the United States is of no importance. It is important to the American 
people in the first place. Yet we might as well recognize that in a 
progressive and dynamic economy some ups and downs are inevitable, 
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and at the high standard of living prevailing in this country such ups 
and downs are easier to bear than at a low level of existence. Let us 
have in readiness, ‘therefore, a system of buffer devices to soften the 
external impact of such fluctuations as may occur. - 

As far as international economic relations are concerned, it would 
seem that such a buffer policy could, at least to some extent, take 
the place of internal economic stabilization i in the United States (or, 
indeed, in any country). In particular, if we stabilize the American 
demand for imports through buffer stocks, or if we stabilize the supply 


of dollars to foreigners through countercyclical foreign lending as well ` 


as buffer stocks, is that not—for the outside world—an acceptable 
- substitute for stabilizing the internal American economy? To be sure, 
there is the volume of trade to be considered, as well as the question 
of stability. At a high level of national income and employment in 
the United States, the volume of imports will be larger than at a low 
level. The buffer mechanism as such cannot produce a large volume 
of trade. It is only the stability problem that it is designed to solve; 
and the solution in terms of the various devices we have discussed 
should, on the whole, prove satisfactory to the outside members of 
the system. 

The new system cam be worked in such a way as to safeguard 
domestic. emplnyment. in the member countries without prejudice to 
the international division of labor. We in this country should seek 
to ensure’ that it will be worked in that way. The search for stability 
. at high levels of employment represents the dominant attitude of most 
countries abroad. The problem does not greatly concern a country 
like Soviet Russia, which, by the way, is not a member of the system. 
It does concern countries that rely largely on price incentives and 


private enterprise. The survival of economic freedom in some parts — 


of the world may depend, in the years to come, on the extent to which 


international currency and trading arrangements, in their actual’ 


operation, conform to the requirements of economic stability. 


t 


ä 


DISCUSSION 


ARTHUR I. BLOOMFIELD: Since I find myself in substantial agreement 
with what the speakers have said in their interesting papers, I shall confine 
myself merely to an elaboration of a few of their remarks, notably those 
regarding methods of correcting balance-of-payments disequilibria in the 
post-transitional period. 

One of the most significant features of the international financial and 
economic framework contemplated in the Bretton Woods Agreements and 
in the I.T.O. draft charter lies in the subjection to an international code 
of rules and supervision of the various major devices, notably exchange 
depreciation, exchange control, and quantitative import restrictions, whereby 
an individual country can directly influence its balance-of-payments position 
vis-a-vis the rest of the world. During the thirties, as is well known, these 
devices were commonly utilized in an attempt to raise domestic employment - 
at the expense of other countries, or as instruments of exploitation and 
economic blackmail. In the future, however, they are to be sanctioned only, 
to borrow Dr. Nurkse’s term, for defensive purposes when needed to enable 
countries striving to maintain high income and employment levels by domestic 
measures to do so without being frustrated by adverse balance-of-payments 
developments. Unlike exchange depreciation, exchange restrictions on current 
‘account transactions and quantitative import restrictions constitute, it is 
true, a departure from strict mutilateralism, but so long as they are used only 
for defensive purposes, are nondiscriminatory in their application (or only 
of a limited discriminatory character), and are of essentially temporary 
duration, to be removed when no longer needed for defensive purposes, they 
would not involve a very serious violation of multilateral principles. It is 
implicit or explicit in the Fund Agreement and the I.T.O. draft charter 
that direct external controls are to be of this character. Whether or not 
they can in actual practice be confined to this relatively unobjectionable sort, 
however, will depend ultimately upon the extent and duration of the balance- 
of-payment pressures to which individual countries striving for full employ- 
ment are subjected, and upon the effectiveness of other corrective measures 
open to them. s 

Countries with relatively limited reserves which are faced with deficits 
threatening to upset domestic stability are likely to take advantage at a 
relatively early date of their right autonomously to impose quantitative 
import restrictions on the basis of the rather ill-defined criteria laid down 
in the I.T.O. draft charter. Provided the interpretation of these criteria is 
not abused by these countries in such a way as to lead to restrictions which 
are clearly not needed, the Fund and I.T.O. would have no real grounds for 
objection, particularly since a sanctioned depreciation, the other major 
alternative, might not work speedily enough in the short run to stop the drain 
of reserves and the possible domestic deflationary pressure. In some cases, 
however, the Fund might be able to prevent the need for the imposition 
of such restrictions by a relaxation of its rules regarding the amount of 
foreign exchange that can be sold to a country per unit of time, But the 
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amount of additional international liquidity that can or should be piojided 
to a country short of reserves may, even in the short run, be insufficient 
` if the deficit is relatively large, and the member may in any case be unable to 
` maintain its domestic employment by compensatory policies in face of the 
deficit. Quantitative import restrictions would generally enable it quickly 
and predictably to stop the drain of reserves‘and check any deflationary 
pressures occurring or threatening. If the underlying balance-of-payments 
pressure were of a temporary character, the restrictions would soon have 
to be removed according to criteria in the I.T.O. draft charter, and no 
further corrective measures -would be necessary. 

If the underlying balance-of-payments pressure necesgitating direct controls 
is of a persisting sort, however, a depreciation should certainly bé sanctioned 
` by the Fund, and the controls removed when and if the corrective effects 
of the. depreciation work themselves out, Balance-of-payments equilibrium 
which can be maintained over a longer period only by means of such controls 
would constitute an egregious’ example of fundamental disequilibrium. Even 
‘ if, because of substantial reserves and an ability to maintain domestic 

employment by compensatory policies, no direct controls were imposed in the 

first place, a persisting deficit would in itself ultimately justify a depreciation. 

In some cases, whether or not direct controls have been imposed, the 

_ Fund and I.T.O. may be able to alleviate or remove an underlying balance- 
_ of-payments pressure or actual deficit by recommending appropriate corrective 
measures. If a deficit is diagnosed to reflect a major “structural” development 
likely to endure, such as a shift in foreign tastes for a country’s leading 
exports, it would be proper to recommend internal readjustments (e.g., de- 
velopment of new export products), and for the Bank to extend loans for 
this purpose. Corrective meastires are also likely to be recommended in 
many cases to individual surplus countries, especially if a surplus has 
as its counterpart substantial deficits in a large number of other countries; 
i.e., if a currency is threatening to become “scarce” or has formally been 
^ declared so. Such recommendations might include internal expansion, (al- 
though clearly not beyond a full employment level), tariff reductions, or 
increased foreign lending. But there is no assurance, of course, that in these 
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cases recommended corrective measures, even if appropriate to the situation . 


and if acted upon, will be sufficiently effective. Here, too, a depreciation 
may be essential. 
If substantial unbalance in international accounts persists, therefore, we 


must pin our hopes chiefly on exchange-rate adjustments as a means of - 


correcting that unbalance and of harmonizing full employment policies in 
individual countries with true multilateral policies. Both speakers assume 
that such adjustments will almost invariably be an adequate corrective 
of balance-of-payments disequilibria, and the only difference in their attitudes 
seems to be that Dr; Smithies favors sanctioning adjustments more promptly 
than.Dr, Nurkse. It is only fair to point out that many well-known economists, 
notably Hansen, Balogh, Kalecki, Tinbergen, and Lerner, tend to take the 
opposite point of view. They have argued that under modern conditions 
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the relevant elasticities of export and import demand and supply are likely 
to be of such a magnitude that a depreciation may, apparently even in the 
long run, commonly worsen rather than improve a country’s balance of 
payments, or cause at best only a relatively minor improvement. Now if 
indeed the effects were likely to be perverse, and the Fund were aware of 
_ it beforehand, the appropriate solution would be to appreciate the currency 
concerned. But I believe that such an effect, especially if depreciation has 
time to work itself out, will tend to be exceptional, and that in general 
depreciation may be expected to improve a country’s balance of payments. 
Much more significant, however, is the possibility that a depreciation, es- 
pecially if the deficit is large in relation to the gross value of a country’s 
foreign trade, may often not result in a sufficiently large improvement, even 
in the long run, to wipe out the deficit, or perhaps at best do so only at the 
cost of a very severe deterioration in the depreciating country’s terms of 
trade, or at the cost of reducing the volume of imports to a level inconsistent 
with domestic full employment. In particular, there is reason to question 
the effectiveness of a general depreciation of foreign currencies vis-a-vis the 
dollar as a means of correcting a scarcity of dollars resulting from a severe 
and prolonged depression in this country. On these particular matters, how- 
ever, past experience and a priori considerations do not cast much light, 
nor can too much reliance be placed as yet on the recent statistical measure- 
ments of elasticity of export and import demand coefficients, If these supposi- 
tions as to the possibly ineffective character of exchange adjustments are 
wrong, so much the better. 

Whether or not depreciation will generally be an appropriate device for 
correcting balance-of-payments disequilibria, it is in any case clear that the 
Fund will face a difficult task in deciding whether and when a depreciation 
should be sanctioned in any given case, and above all what degree of de- 
preciation to sanction. The Fund can never know beforehand, except within 
a substantial range, what the effects of a given depreciation will be; the 
rates chosen may commonly be wide of the mark and so necessitate frequent 
unsettling readjustments. The possibility of considerable error in adjusting 
rates, as well as the possibility that depreciation may often be relatively 
ineffective or unsatisfactory as a corrective of disequilibria, merely strengthen 
the desirability of high and stable levels of income and employment in the 
leading countries, notably the United States, so as, among other things, 
to keep down the extent and duration of possible unbalance in international 
accounts. If this desideratum is not realized, the multilateral world trading 
system envisaged for the future might well break down altogether, and the 
restraints in the I.T.O. draft charter surrounding the use of direct import 
controls might, even with the best intentions in the world, have’ to be 
abandoned over a wide area. 


ELMER Woon: It is generally agreed that there is a point beyond which 
a country should not endure internal monetary pressure in order to maintain 
exchange stability or to avoid the use of exchange restrictions. In fact, when 
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deflationary pressure is carried too far, it not only causes unemployment 
but interferes with the flow of international payments to the point where 
the international standard (which the deflationary policy was aimed to 
protect) is itself jeopardized. But it is also true that, if countries insist 
upon freedom to pursue such external policies as conform to the requirements 
of stimulating internal demand (or even freedom limited by Dr. Nurkse’s 
injunction not to create an exchange surplus), they may interfere with 
international price relationships and the flow of trade to such an extent 
that they produce internal disequilibrium and unemployment. Thus any 
international monetary plan in order to succeed—at least in a world where 
price incentives are the main driving force—must free national systems from 
severe deflationary pressures and at the same time provide for exchange 
stability and without the use of commercial restrictions to balance the 
international accounts. 

What we need is an international money managed with an eye to the 
requirements of the international economy as a whole, with the individual 
countries dealing with their special problems of keeping in step with the 
system by means of internal price and cost adjustments. At the present time 
the only currency that might serve this purpose is the dollar, though our 
management of it might be influenced by the International Monetary Fund 
authorities. 


No doubt there will be a considerable period before the various countries `’ 


want to settle down to definite exchange parities. And of course there will 
always be unusual situations that require exchange adjustments, such as 
revolution or a devastating drop in the world demand for a country’s spe- 
cial products. But it is quite a different matter to deal with every serious 
reduction in the international reserve by exchange restrictions or adjustments 
in order to avoid any pressure at all on the internal economy. If we assume 
as much stability in the level of demand in the world as a whole as it is 
humanly possible to attain, internal pressure merely in order to keep in 
step with the system should ordinarily entail no unbearable sacrifice. 

My general criticism of Dr. Nurkse’s position is that he overstresses 
the importance of maintaining a high level of internal demand and under- 
estimates the destructive effects of exchange restrictions and devaluation. 
Has not current opinion gone too far in expecting only one-way price 
flexibility? It was a great accomplishment for the world to renounce the 
use of severe deflationary pressure, whether to meet the requirements of the 
international standard or for any other reason, and we do not want to go 
back to the old copybook maxims, But under any price system there must 
be some flexibility in individual industries and in particular areas, Large 
areas under one sovereignty have this problem. Surely the different sections 
of the United States would not gain in economic prosperity if they were to 
acquire local monetary autonomy and freedom to apply import restrictions 
against other sections. 

Dr. Nurkse may point out, however, that there is no present prospect 
of the dollar’s being managed with a view to maintaining economic stability 
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in the world economy as a whole, and that the technical proficiency required 
would be more than one might. reasonably expect. This raises the question 
whether our average performance is likely to be lower than what the various 
countries would do for themselves if they followed autonomous policies. But it 
seems to me that there is at least a hope of solving the problem of maintaining 
world prosperity along the lines of a stable international standard, whereas 
autonomous policies do not offer even this hope. 

A high level of world trade requires an integrated cost-price structure 
throughout the international economy. Exchange adjustments and import 
restrictions varied to balance the international accounts destroy this structure. 
Severe deflation does this too, of course. But if the contraction of demand 
is not too great, the process of adjustment can proceed continuously and 
simultaneously in all parts of the economy; whereas with exchange devaluation 
every tentative readjustment of prices and costs is liable to disruption by 
a whole schedule of new price distortions—even though some distortions 
that already exist may be removed. 

It is true that the exchange devaluations of the thirties were accompanied 
by an expansion of both internal and external trade. Cutting loose from the 
gold standard at that time meant getting release from severe monetary con- 
traction, It does not follow that exchange devaluation would yield similar 
results under quite different circumstances; e.g., when there had been only 
slight deflation or a period of inflation. 

Import restrictions in order to deal with a shortage of international means 
of payment lead to the mutual destruction of export markets. An individual 
nation trying to adjust to a disordered world may be justified in using such 
measures; but they do not belong in a general solution of the problem of inter- 
national adjustment. Dr. Nurkse recommends them only as a stopgap 
until the balance of payments can be adjusted by an appropriate change in 
exchange rates. However, if used at all, they create conditions which en- 
courage their further use as defense weapons. Once applied they tend to re- 
main, even though the lack of international liquidity which gave rise to them 
no longer exists. 

Perhaps there would be rather general agreement that circumstances may 
frequently warrant control of international capital movements—even though 
it does mean the policing of current transactions. Dr. Nurkse points out 
that it serves no purpose to waste international liquidity on hot money trans- 
fers. Of course the prospect of exchange stability would do away with one 
motive for capital movements. But investors in countries where more or less 
fundamental changes in economic systems are in prospect are likely to seek 
shelter in foreign assets. The system of international investment of the nife- 
teenth century was not confronted with a similar situation. 

When we turn to the monetary policy of the United States we naturally 
find quite a different set of problems from those that face other countries. 
Our authorities are not limited by balance-of-payments considerations for the 
simple reason that they control the source of international liquidity. We are 
therefore free to choose the policy that suits us, However, our obligation as 
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the ieiding: financial center requires that we consider the needs of other 
‘countries as well as our own. In the main, a policy which contributes to a 
high-level.of income at home will contribute to the same result abroad, but 
there may be times when there is a conflict of interests—for instance, when 
inflationary activities are much stronger in the United States than they are 
elsewhére. But a large increase in our gold stock is no criterion of mistaken 
action on our part—a failure to expand demand and import or a failure to 
invest abroad—as has so often been maintained. We have to turn to other 
‘criteria, such as the level of money income in the United States, to judge our 
policy. Yf other countries prefer our goods or securities to gold, it would only 
cause inflationary action here and abroad to try to rid ourselves or it, and 
without affecting our gold holdings appreciably. 

We should therefore continue to disregard the state of the gold reserve in 
framing our monetary policy. If other countries indicate an unwillingness to 
leave sufficient gold with us to maintain gold payments we might as well 
relinquish the gold standard at.once. For competitive deflation by the inter- 
national center would certainly endanger any international standard, while 
with the dollar anchored to a stable economy we ee hope to retain an 
international standard without gold. 

Obviously we should not resort’ to devaluation as a device for stimulating 

. exports or as a means of raising the internal price level, as in 1933, regardless 
of whether other countries resort to such methods. Other countries are not 
responsible individually for the functioning of the international standard; the 
United States is responsible. 
If our gold supply becomes unmanageably large we should try to handle 
the problem by joint action and without letting it affect the network, of 
exchange rates. ` 
' Finally, we should abandon the policy of a fixed interest rate structure 
- and return to general monetary controls. The dollar will certainly ‘not be an 
appropriate international currency if the specter of unemployment makes us 
fear to deal with inflationary pressure by monetary action. 

If we want to minimize the importance of political borders we should try 

to integrate the various national economies as closely as possible. Whether a 
* close union is possible depends partly upon how well the American economy 
functions and partly upon how much importance is attached to.the state con- 
trol of economic activity in the various countries. If the dollar is badly 
managed and the other national economies ave exposed to serious fluctuations 
as the result of it, then of course they should seek buffers against the United 


States. But it depends on kow much. internal pressure a close association with - 


us entails. I doubt very much whether they can have the best of both worlds: 

. freedom to pursue full employment policies regardless of the balance of 

international accounts and at the same time the advantages of economic 
union. 

But the going will be very tough for countries that retain their freedom 

of action. They will inevitably be driven into bilateral arrangements and then 

-into various economic alignments or’ currency and trading areas, areas that 
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are large and strong enough to withstand mutual isolation. Perhaps differences 
in the social aspirations of different peoples will do this anyhow. Yet it seems 
to me that a solution along the lines of one world economy, with the direction 
and terms of trade not determined politically, might be a happier one. Such 
a solution calls for an attitude of not temporizing with nationalistic controls. 

The United States has the necessary leverage to play a strong hand _in the 
economic reorganization of the world and it seems to me that our government, 
while living up to our special obligations, might become more insistent on the 
formation of a real world economy. 


Raymonp F. MiKesEty: The desirability of multilateralism as a funda- 
mental international economic policy is rarely disputed among American 
economists. The benefits of multilateral trade and its compatibility with 
domestic full employment for all countries have been well stated by the two 
speakers. However, the fact that serious doubts have been raised abroad re- 
garding the advisability of debtor countries entering into a multilateral 
system requires more than a perfunctory disposal of the alleged advantages 
of a bilateral or a restricted multilateral system. I intend, therefore, to play 
the role of the devil’s advocate for a few minutes at least, with the hope that 
my remarks will not put me in bad grace with the good angels of the multi- 
lateral heaven hovering about me. 

First of all, I believe that the crucial problem is not simply the ability of 
the nations pursuing full employment policies in the face of depressions 
abroad to maintain a balance in their external accounts. Most nations have 
learned all too well how to control their international accounts by means of 
exchange and quantitative trade controls. Both the Fund Agreement and the 
J.T.0. charter recognize the right of countries threatened with balance-of- 
payments difficulties to employ controls. For the postwar world, to control 
or not to control is not the question. Rather the question is, how to control 
and for what purposes. The program outlined by the Monetary Fund Agree- 
ment and the I.T.0. charter is basically one of subjecting exchange and 
quantitative trade controls to international supervision. 

Let us consider the case of a country which is following a domestic full - 
employment policy and which experiences a sharp reduction in external 
demand for its products due to a depression in a country which is a major 
buyer of its exports. We will assume that the full employment country immedi- 
ately compensates by appropriate monetary or fiscal measures for the decline 
in external demand. The country may for a time at least be able to avoid a 
reduction of its imports by drawing down its foreign exchange reserves or by 
going to the Fund. However, if the decline in the demand for its exports is 
large and sustained, these sources of liquid reserves are likely to prove inade- 
quate and steps must be taken to control imports. 

If a sharp reduction of imports is required, serious economic readjustments 
may be involved. The economy of the full employment country is geared to 
a particular level of imports without which it will suffer a decline in real 
income, For example, if the country reduces its raw material imports, its 
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industrial production will be cut down with a consequent reduction in supplies 
for domestic consumption and a possible further fall in exports. The country, 
of course, may be able to redirect its trade to other countries whose imports 
from the depressed area are likewise affected. In fact a redirection of trade 
away from the depressed country is implied in the scarce-currency provisions 
of the Monetary Fund. However, needed imports from other areas may be 
inadequate or obtainable only at sharply increased costs. Moreover, it takes 
time to develop new markets for exports and new sources of supply. 

The point to be emphasized is that in the event a currency is declared 
scarce by the Fund the greatest sufferers may be those countries which tend 
to have an unfavorable balance with that country and which are highly depend- 
ent upon that country for essential commodities and services. The most serious 
problem which may be created by a depression in the United States is not the 
adjustment of the balancé of payments of other countries, since this can be 
accomplished by the use of controls, but the disruption of the economies and, 
the decline in real income in countries which are highly dependent upon imports 
from the dollar area. 

But could not this dilemma be solved by currency devaluation undertaken 
by the full employment country? The difficulty with devaluation is, as Mr. 
Balogh and other critics of multilateralism have pointed out, that the demand 
for exports, in the short run at least, is likely to prove inelastic, or at any rate 
not sufficiently elastic to appreciably affect the balance of payments. Im- 
ports may be cut down by devaluation but this could be accomplished more 
effectively by a judicious use of import or exchange controls. Over the long 
period—a period sufficient for structural changes to take place—devaluation 
will, I believe, be effective in restoring the international balance. But in the 
short run, devaluation may prove to be a rather weak expedient. Of interest 
in this connection is the recent acceptance by the International Monetary 
Fund of the par values of the currencies of its members on the basis of 
admittedly overvalued existing rates of exchange. It-will be recalled that the 
argument given by the Fund in accepting these rates was that under exist- 


ing conditions a reduction of the rates would not significantly improve the” 


balance of payments of the countries in question. It is my belief that the 
Fund in reaching this decision failed to give adequate consideration to the 
long run. This failure is particularly significant in view of the fact that once 
established, exchange rates have a way of perpetuating themselves. In accepting 
the existing rates the Fund may have discouraged the making of appropriate 
changes in economic structures and patterns of trade that are necessary for 
the eventual attainment of equilibrium without the indefinite maintenance 
of severe restrictions. 

Now that I have paid the devil his due, I will return to the heavenly hosts 
of the multilateralists by attacking the position of their adversaries. In brief, 
my criticism of the European apologists for bilateralism is that they fail to 
show how the rest of the world could free itself from economic dependence 
on the Western Hemisphere through the development of a system of bilateral 
or semimultilateral’ clearing or payment arrangements. The late Lord Keynes 
recognized this dependence in his speech supporting the Anglo-American 
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Financial Agreement in the British House of Lords. In this address Lord 
Keynes stated that the alternative to the acceptance of the conditions of the 
loan requiring the convertibility of sterling for current international trans- 
actions “is to build up a separate economic bloc which excludes Canada and 
consists of countries to which we already owe more than we can pay, on the 
basis of their agreeing to lend us money they have not got and buy from us 
and one another goods we are unable to supply.” 

The adoption of a policy of self-sufficiency and economic isolationism by a 
small group of nations is to doom these nations more or less permanently to 
a relatively low level of real income. Just as the handicraft system was probably 
more stable and involved less risks for the individual than modern industrial 
society, the dynamic operations of a multilateral world present greater uncer- 
tainties than a world trading system based on barter trade. But the rewards 
are high in both cases, 

In conclusion I would like to suggest that even the much vaunted stability 
of bilateralism may prove to be quite illusory. Under bilateralism trade is 
subject to continual negotiation with the governments of other countries 
whose decisions are influenced by a variety of economic and political motives. 

“In fact many countries may discover that the hands of foreign bureaucrats who 
determine how much can be imported and exported will prove to be even 
more fickle than the unseen hand of free and multilateral trade. 


Howarp S. Exzis: A substantial concensus, exemplified by the preceding 
papers, seems to prevail that the problem of unemployment should chiefly be 
attacked from the domestic rather than the international angle. This con- 
clusion, which I regard as sound, rests partly upon quantitative economic 
considerations, but also upon misgivings as to how far international co-ordina- 
tion of domestic policies can go in the present scene. In this setting it is 
particularly significant to explore the latitude which obtains for unco-ordinated 
national policies for achieving high employment without disrupting interna- 
tional equilibrium. Smithies seems to rely rather heavily upon “prompt” 
adjustments of exchange rates. Nurkse would adjust exchange rates only to 
what appear to be lasting changes; he would hedge import restrictions (the 
really relevant sector of trade controls) with rules designed to secure their 
economical use; and he would balance the restrained use of these two devices 
by positive measures to stabilize a country’s foreign account despite domestic 
fluctuations. 

In attempting to assess the merits of these differences of emphasis—the 
opposition is by no means categoric—it may be profitable to take advantage 
of the conceptual precision which Nurkse supplies in his method of distinguish- 
ing aggressive and defensive tactics of commercial policy. They depend re- 
spectively upon the existence of favorable and unfavorable balances of pay- 
ments. This precludes the making of unemployment in the home economy, 
either absolutely or relatively to other countries, the earmark of disequilibrium 
in the rate of exchange. Undoubtedly, as Pigou has explained, we can prof- 
itably entertain conceptiqns of international equilibrium and disequilibrium 
which lie deeper than the balance of piments as for example, in the relative 
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supplies of labor, or of capital;* and, I presume, he would nowadays add, 
in the relative employment of resources. Hansen has warmly defended the 


` introduction of full employment into the concept of international exchange.. 


equilibrium, and somewhat earlier Nurkse had spoken favorably of the idea.? 

It betokens no lack of concern for unemployment to maintain, as Nurkse, 
now does, that the balance of payments without regard to the state of employ- 
ment determines whether import restriction is aggressive or defensive. Other- 
wise we find ourselves in the position that any sort of import restriction is 
justified so long as unemployment exists. Furthermore, lacking the clear 
criterion of the balance of payments, the International Monetary Fund would 
sink into a morass of trying to determine unemployment in various- countries, 
its relative burden, whether unemployed plant capacity also counted, etc. 
‘Finally the employment criterion would thrust a responsibility upon the Fund 
which goes directly contrary to the consensus that unemployment should be 
solved by domestic rather than by international measures, 

' Import restrictions are thus a defensive measure against balance-of-pay- 
ments difficulties. Nurkse would severely limit their employment by three rules, 
with which I agree completely: they must be removed with the disappearance. 
of the deficit; or if the deficit persists, it must be met by exchange-rate adjust- 
ment and not by restricting imports; and finally, reduction of import barriers 
by surplus countries is to be preferred to retention or increase of these barriers 
by deficit countries. These are necessary rules. On the contrary, there would 
be something paradoxical in an insistence upon prompt changes of exchange 
rates without any corresponding insistence relative to the term of import 
restrictions, The very purpose of import restrictions is to bridge over temporary 
balance-of-payments difficulties without immediate exchange adjustment. By 
-contraries one might possibly hold that exchange rates should be more or less 
continuously adjusted, in which event import restrictions would be superfluous. 


But we cannot have it both ways—persisting import restriction with substan- - 


tially free exchange rates—without falling into simple protectionism. 

Against too great alacrity in adjusting exchange rates several considerations 
weigh heavily, aside from the standard objection that it increases risks and 
impedes private foreign lending. It proliferates occasions for the Fund to err 
in judging fundamental exchange positions and it ignores the high ‘degree of 
adaptability of economic life in adjusting to prices which start out as being 
nonequilibrium elements. Finally, since devaluation more frequently comes 
into the picture, than its opposite, it encourages domestic full employment 
measures of an inflationary character. These considerations would counsel 
economy of resort to exchange revision, coupled with the admission of import 
regulation only for tiding-over purposes, and only then if the balance-surplus 
countries cannot be prevailed upon to increase their imports. 

Smithies returns to classical economic theory in associating the removal of 
tariffs and trade controls with improved real income per capita rather than 


1A. C. Pigou, Essays in Applied Economics (London, 1923), pp. 161-162. 
2 Alvin Hansen, “A Brief Note on Fundamental Disequilibrium,” Review of Economic - 
Statistics, Vol. 26 (November, 1944), pp. 182-184; Ragnar Nurkse, International Currency 

` Experience (League of Nations, 1944), pp. 124-127, ‘ 


i 


r: + 


w 


DOMESTIC VERSUS INTERNATIONAL EQUILIBRIUM—DISCUSSION 591 


with more employment; and much is to be said for a renewed emphasis upon 
this face of the matter. I would agree that the reduction of these trade (par- 
ticularly import) barriers can produce unemployment upon their first impact. 
But I would hold that a longer view would see not only a recovery to the 
position before the change but to a positive gain in employment through an 
expanded volume of exports and imports. Recently it has become almost 
tendentious to present statistical evidence as to the low price elasticity of 
American imports. But this elasticity, it is shown by other studies, is increased 
if the dutiable import items are subtracted. Furthermore, the statistical studies 
usually deal with such short periods that the multiplier effect of tariff and 
quota loosening by one country throughout the network of world trade has 
not had time to assert itself. Since the removal of a tariff on ordinary elasticity 
assumptions affects the terms of trade adversely, the gain in real income which 
Smithies envisages would apparently have to come from the expanded quantity 
of things bought and sold abroad, and this is not easily imaginable without 
increasing employment. Naturally tariff reduction is only a minor method of 
attacking domestic employment problems, but it is worth the effort. On the 
other hand, import restriction, while it may be resorted to in extremity because 
of its favorable impact effect upon domestic employment, cannot fail of an 
unfavorable impact upon employment and effective demand abroad, and a 
longer-run adverse influence on the home economy. 

I should like to emphasize another of Nurkse’s points: that it is possible 
to exaggerate the dependence of multilateralism in the future upon high and 
stable employment in the United States. In passing it is worth while to observe 
that this dependence seems to afford no solid reason for a country’s not partici- 
pating in the Fund. An open multilateral trading system permits a foreign 
country to shift its exports to other countries if depression strikes sooner or 
sinks more deeply in the United States than elsewhere. Outside the Fund, 
the particular country would probably have bound itself extensively by bi- 
lateral commitments, and hence the supplanting of exports to the United States 
by exports in other directions would not be readily available. In addition it 
would forego the liquidity reserves afforded by the Fund. 

Aside from the flexibility of multilateral trade underwritten by the Fund 
and its interposition of international reserves, three other factors can in the 
future reduce the unemployment imposed upon other countries by a depression 
in the United States. In the first place, state controlled production has in- 
creased abroad, and government can—at least “in theory”—simply order a 
switch of production from exports to home consumption when foreign demand 
declines. Secondly, as Nurkse hopes, our demand itself may be buoyed up by 
buffer stock arrangements and an American policy of investing abroad after 
a contracyclical pattern. But third—and in the next decade this will be very 
significant, I believe—for the chief commercial nations besides ourselves the 
primary economic problem will not be employment but productivity. Declin- 
ing demand for exports can be compensated by absorbing the flow of output 
into domestic plant and equipment or into higher consumption standards. 

“Despite these mitigating factors, instability in our economy would seriously 
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threaten other countries’ balance-of-payments equilibria and the survival of 
multilateral trade. But this does not mean that international economic arrange- 
ments can avail nothing unless there is high and stable employment in the 
United States. a 
Against the Misna propagation of American business cycles there 
could be no more powerful weapons than a contracyclical investment policy 
and an effective buffer stock. organization. For both, however, it must be said 
that the political or “practical” difficulties*are as striking as the abstract 
posal with great sagacity in a recent journal article.® As for capital movements 
it is possible “in theory” entirely to offset the income elasticity of our imports 
by accelerating foreign lending during slack periods and tapering off new 
lending or even. taking net repayments during prosperity. Furthermore this 
policy. would exercise a potent contracyclical influence in our domestic 
economy. - í : 
But the practical difficulties are great. Imagine how paradoxical it would 
appear in the present setting to answer foreign governments clamoring for 
«American capital that these operations would have to be postponed until we, 
and hence they, were threatened-by the next depression; or imagine the outcry 
which would arise within our own borders if government funds or even private 
funds supported by government guarantees were to be directed abroad in the 
midst of depression and popular demands for domestic public works and 
other employment creating outlays. Again, direct investments by American 
corporations abroad could be subjected to this policy only. by an almost 
thoroughly controlled economy, for the natural tendency is exactly cyclical. 
` And we must recall that our direct investments are quantitatively more impor- 


tant than the total of private portfolio investments. Finally a contracyclical. 


policy defined in American terms could run directly counter to the canon 
established by Smithies that the needs of borrowing countries should be the 
main criterion of lending. 

Despite these difficulties there is no insurmountable obstacle to a ipy 
union of national independence and international economic comity, But like 
marital bliss it requires lots of arranging. 

Appa P. Lerner: The outstanding feature of this session is the extent of 
agreement. Nearly all the differences in the discussion were either superficial 
or trivial. It reminded me of the general agreement between nearly all econo- 
mists during the last century or two about the desirability of free trade. That 
general agreement was not at all successful in bringing about the appropriate 
action. The reason for this, we now know, was the general assumption made 
. by. the economists, more or less unconsciously, that somehow full employment 

was being maintained all the time. It was this false element that deprived the 

free trade proposition of its power to convince. Í 

‘The agreement between Mr. Smithies, Mr..Nurkse, and nearly all the other 


°W. W. Riefler, “A Proposal for an International Buffer-Stock pene Journal of 
_ Political Economy, Vol. 54 (December, 1946), p pp. 538-546. 
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discussants stems from the recognition of this error and the integration of the 
free trade issue with the employment problem. As such it has great promise 
for future public policy. 

I was surprised that Mr. Nurkse did not suggest export subsidies as a further 
method, in addition to import restrictions, by which a country could correct 
a foreign balance deficit. If he had done that he would have been able, by 
showing how the combination of import taxes and export subsidies is identical 
in effect with a depreciation of the exchange rate, to demonstrate more clearly 
why exchange depreciation turns out to be the ultimate solution of all such 
fundamental disequilibria. 

Mr. Nurkse reluctantly suggests that countries be permitted to increase 
import barriers in case of a foreign balance deficit—these barriers to be re- 
duced again as soon as the deficit becomes a surplus. But there is no reason 
why the same reduction in barriers should not be required whenever there is 
a surplus, even if the barriers were originally imposed for quite other reasons. 
Such a generalization of the requirement of the reduction of import barriers 
in the case of surpluses would make it unnecessary for barriers to be raised 
in case of deficits, for if all surpluses are corrected by reduction of barriers, 
there will be no deficits left. The world-wide elimination of surpluses involves 
the world-wide disappearance of deficits. 

Such a suggestion might even be made more palatable by the fact that it ` 
would eliminate the need for any adjustments of exchange rates until all 
import barrier had been removed by all surplus countries. 

The suggestion that exchange rates should not be permitted to move very 
often may look like a departufe from the complete utilization of price mecha- 
nisms, but this is only a superficial departure. The function of a price change 
is to influence the demand or the supply. Changes which are so rapid that their 
effect on demand and supply cannot be worked out are not’ performing this 
function, and their failure to perform this function is exactly what was under 
discussion in the guise of very low elasticities. The suggestion, therefore, that 
temporary increases in restrictions (or better still, permanent decreases in 
restrictions on the other side) be substituted for the change in the exchange 
rate is no rejection of the price mechanism, but merely a recognition that there 
are cases in which a price change does not perform the function which would 
justify it. The same holds for the extension of credits to cover temporary 
exchange disequilibria. 

It seems to me that unnecessary concessions were made by both Mr. 
Smithies and Mr. Nurkse for the sake of developing interesting arguments. 
Mr, Smithies’ declaration that stable employment-is sufficient for international 
equilibrium even if it is not full employment, is perfectly correct. But since 
there is no natural tendency for employment to be stable, and since the policies 
which would be necessary to make employment stable could as well be used 
for establishing full employment, I do not see what there is gained by such 
a generalization. In the same way, Mr. Nurkse develops the techniques 
needed for neutralizing the effects of cyclical or other changes in the level of 
employment in other countries. The skills required to offset these repercus- 
sions are at least as great as those which, by establishing full employment, 
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‘would make them unnecessary. Again, no very useful practical purpose seems 
to be served by this theoretical elaboration. But all these are really unimpor-' 


tant points. The great thing is to overcome the general tendency to regard 
stable exchanges or the gold standard as so desirable in themselves as to 
warrant considerable sacrifices for their maintenance. 

There are two points which I would like to add because I think they can 
play an important part in the spreading of this enlightenment. One is con- 


- - cerned with the argument that even if foreign exchange flexibility does not 


do very much harm to ordinary traders because they can safeguard them- 
selves by hedging, the absence of complete exchange stability nevertheless 
hinders international trade by discouraging investors from building factories 
to make goods to be sold abroad. Such investors are deterred by the considera- 
tion that they might find their ventures rendered unprofitable by an adverse 
movement in a foreign exchange rate. 

The kind of analysis we have heard can easily be developed to show 
that if the underlying conditions are such as would result in the reduction in 
the value of the foreign currency, the prohibition of this adjustment could 
result only in one of the alternative methods of adjustments. That is to say, 
we could, instead of an exchange depreciation, have an increase in tariffs, or 
a depression, or a general price reduction in the country affected, or some 


combination of these. But each of these is just as harmful to our manufacturer _ 


for export. His gain from exchange stability is completely illusory, 
The. other point is that raised by Mr. Wood. If it is good for a country to 


beable to adjust its exchange rate, why is this nul puud fui a slale, county, 


city, village, or even family? This is a very powerful argument and reminds 
one of the free traders’ argument on the same lines against protection. The 
only way this attack can be met is by giving a satisfactory principle which 
would show where the possibility of exchange adjustment is desirable and 


` where it is not. 


There is such a principle. Where there is mobility of labor, and for this 
purpose it is real and not just legal mobility which is relevant, there i is no need 
for an exchange adjustment to restore equilibrium between a deficit area and 


“a surplus area. This is because the unemployed in one area where there is a 


depression can go to the other area, where there is a boom, and get a job. 
Wherever there is not such mobility, the only alternatives to exchange adjust- 
ment are general price adjustment, or depression, or-trade restrictions (or 
some combination of these). General price adjustment would be as good ‘as 
exchange adjustment, but is very unlikely to come about. The rejection of 


exchange adjustment therefore results in practice to the invocation of depres- 


sion or of trade restriction—solutions which can hardly be defended if they 
are.seen at all clearly. - 

It is true that if there were general mobility and we had a really united 
economic world, one of the less important beneficial effects. would be fairly 


- stable exchanges. But to hope to establish the economic world unity by legis- . 


lating this particular symptom of it is not very practical. The lack of practica- 


lity in such proposals, joined, as they are, with the most laudable intentions,. 


demonstrates what I am tempted to call a sentimental internationalism. 
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NATIONAL INCOME ESTIMATES OF SOVIET RUSSIA— 
THEIR DISTINGUISHING CHARACTERISTICS AND 
PROBLEMS 


By PAuL STUDENSKI, New York University 
and 
Jurus Wyier, New School for Social Research 


The nature and scope of national income estimates in Soviet Russia 
and the problems involved in their preparation are determined by the 
peculiar structure of the Soviet economy. To understand these estimates 
and their problems it is necessary at all times to keep in mind their 
peculiar backgrounds. 

An American student of the Soviet national income estimates, even 
if he knows the Russian language, as is the case with at least one of 
the two authors of this paper, is greatly handicapped in his studies by 
the meagerness of the Russian published materials on the subject as 
well as by the unavailability of some of these materials in the American 
libraries. Barring the publications issued prior to the collectivization 
of agriculture in the early thirties, which are now out of date, the Soviet 
literature on national income is comprised today of only three or four 
books or monographs’ and of half a dozen major articles published in the 
economic journals of the country.’ Of the books in question, only two 
are available in New York and Washington libraries, and only one of 
these deals with methodology,* and even that one fails to deal with it 
completely. The articles although authoritative enough are mostly 
theoretical in nature and are singularly devoid of concrete information. 
All in all, the literature is scant in comparison with the American one, 
but still richer than that of most countries. 

Development of Russian Estimates in Their Peculiar Setting. The 
systematic preparation of national income estimates in Soviet Russia 
began in the middle of the twenties. From the very outset the main 
emphasis in the estimates was placed on measuring the growth of 

1D. I. Chernomordik and Associates, Narodny Dokhod (Moscow, 1939); M. B. Kolga- 
noff and Associates, Narodny Dokhod (Moscow, 1940); I. M. Krasnolobov, Planirovanie 
i Utchet Narodnago Dokhoda (Moscow, 1940). The latter book is unavailable in the New 
York libraries, but some of its contents are summarized in the recently published book by 
S. N. Prokopovicz, Russland’s Volkswirtschaft unter den Sovjets (Zürich, 1944), Ch. VI 
(in German). 

A. Pervuchin, Planovoie Khosiaistvo (1934), No. 4; V. Katz, Planovoie Khosiaistvo 
(1934), No. 7; M. Kolganoff, Problemy Ekonomiki (1937), No. 3-4; D. I. Chernomordik, 
ibid, (1938), No. 5; Alkind, ibid. (1940). Prior to 1932, the most important sources are 
. S. G. Strumilin, Narodny Dokhod (Moscow, 1929) (unavailable in New York); Kon- 
trolnyie Tzifry (1929-30); and V. Katz, Narodny Dokhod (Moscow, 1932). 


* Chernomordik and Kolganoff, op. cit. 
* Chernomordik, op. cit. 
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national production. In accordarice with the Maixian concept, national 


production was defined as embracing “material production” only; i.e., 
the outputs of‘ agriculture, industry, building construction, and the. 


services of freight transportation, and of retail trade. The term.‘ ‘indus- 
try”. includes in Soviet Russia, mining, forestry, hunting, and. fishing, 
besides manufacturing, electric power, and other such industrial divi- 
sions proper. The services of communications are sometimes included 
~ in material production and sometimes not. Definitely excluded from 
` national income under this “material production” concept are the 
“services .of government, passenger transportation, and dwellings as 
well as personal and domestic services. 


__ National income from the very outset was shown accordingly as pro- 
duced in the aforementioned five divisions of material production. It was. 


also broken down into the portion created in the so-called “private” 
sector of the economy (independent farming, private trading, and 
handicraft production) which was then still in existence, and of the por- 
tion created in the so-called “collectivized” sector which was then being 
‘rapidly expanded at the expense of the private sector. The national 
income was measured-both in current and in constant prices so as to 
reflect both its current composition and its growth. The constant prices 
were at first-taken as of the year 1913 representing conditions prior to 
World War I. Beginning in 1928, however, following the consummation 
of; an extensive reform and stabilization of the monetary and price 
systems, the national i income computations were changed to the prices 
of 1926-27. 

Some interest began to be displayed during: the twenties also i in the 
distributional aspects of the national income. Its division into wages, 


` _ profits of enterprises, and taxes and into consumption expenditures and 


_ capital accumulation’ was shown. The income payments to individuals 
were broken down into shares of various social classes, such as in- 
- dustrial. workers, employees, petty tradesmen, independent farmers, 
Kolhoz members, and the like. National income estimates were being 


correlated with the national budget, with the unified financial economic _ 


plan, and with the five-year programs of capital investments. 
The estimates were becoming ever more informative in character 
and were quoted in governmental budgets and other documents of 


prime importance. They were developing into an important tool of © 


financial, economic, and social planning and analysis. 
Sometime after 1931, however, a sharp change in the scope,. form, 
and content of the national income estimates took place. The further 


estimating of the national-income in current prices was suddenly . 


“abandoned and only the estimating in 1926-27 constant prices was-con- 


tinued. This had the effect of cutting down materially the informational ` ` 
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content of the estimates. Their value was further reduced by the simul- 
taneous suspension: ‘of the further: preparation and publication of the 
unified index of prices. This index was found by government authorities 
to place undue Weight on prices in the private as distinguished from 
‘the government market, to account inadequately for the prices of 
new goods, and otherwise to give a distorted picture of the real-changes 
in the price level and a wrong basis on which to formulate governmental 
price and monetary policies. The subsequent shift to active military 
preparedness and, finally, the outbreak of the war undoubtedly must | 
have added further reasons against the publication, if not preparation, 
of extensive statistical data on the nature of national production and on 
the composition of national income. 

With the discontinuance of estimates of national income in current 
prices, the estimates in constant prices lost their-contact with reality. 

_ The estimates became completely divorced from all current financial 
transactions of society, all of which are expressed in current prices. 
They could no longer be related to the national budget, the unified 
financial economic plan, and the five-year plan, or any parts thereof. 
National income could not be compared with the aggregate current 
wage payments, profits of enterprises, taxes, government expenditures 
for military and social purposes, consumer expenditures, replacements 
of and additions to existing capital, and other published data on the 
various aspects of the financial and economic life of the national com- 
munity. National income could no longer be broken up into any of these 
components or any other distributional shares. All of such breakdowns 
which had been started in the late twenties were now given up. National ` 
income estimates became a mere index number of the growth, of ma- 
terial production and a very imperfect and abstract index of it, at that. 
The size of the national income expressed in 1926-27 prices lost any 
significance taken by itself. National income estimates became of very 
little use in financial, economic, and social planning and, hence, of ` 
slight interest to either the government or the community at large. 

This is the status: of national income estimates in Soviet Russia 
today. The estimates have very little informative value. Unlike in 
capitalist countries in which national income estimates are used ex- 
tensively in fiscal planning, in Soviet Russia where planning is used . 
on a much larger scale, national income estimates are playing very 
. little part therein today. 

Some Soviet economists recognize the unsatisfactory condition of 
the existing national income estimates and wish to see it corrected. 
They urge the resumption of the earlier calculations of national income _ 
in current prices and its break down by distributive shares. They also 
advocate renewal of the work on a unified price index which would 
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reflect changes | in the purchasing power iat the ruble. They emphasize ` 
the focal roll which national i incomie estimates can and. should play in 
“social and “economic planning. They stress the fact that the very core: ` 
of that planning must be the planning of the national income itself in 
all of its major distributional as well.as productional aspects, and that, 
this requires the preparation of comprehensive national income es- 
timates covering these aspects. 3 To what extent the judgment of these 
economists will prevail, remains to be seen. After all, the existing 
restriction on the contents of the national income estimates is decreed 
by high policy. The latter is determined by political authority, not by 
the opinions of economists. Whether that high policy is going to undergo 
basic changes in the near future is something that nobody can tell. ` 
Soviet Concept of National Income. Although the concept of na- 
tional income in Soviet Russia is still limited to the creation of physical 
goods only, the validity of this limitation has begun to be questioned . 
there. One or two Soviet economists of standing have advanced the 
claim that Marx never intended to limit the concept of material pro- 
duction to the creation of physical goods only.® Pertinent quotations 
‘from his writings have-been brought to light to show that he embraced 
under material production all labor resulting in the creation of surplus 
value and capital formation, and that he specifically disclaimed the 
validity of the distinction of productive from unproductive labor by the 
mere form of the created product. Attempts have been made to show 
that Marx was willing to treat services as parts of material production 
_ if and when they were produced under a capitalist type of organiza- 
‘tion and gave rise to surplus value and to capital formation. It has 
been further stated by these authorities that Marx’s definitions of 
material production and national income were made in terms of the 
operations of the capitalist society and might have been modified and 
broadened considerably if made in terms of the operations of a socialist 


"order. Upon these grounds a broadening of the official concept of the 


Soviet national income has been urged to include in it the services of 
passenger transportation and, by one noted economist at least, even 
of the services of government. 4 

An examination of Marx’s writing lends support t to these contentions. 
Suffice it only to say that Marx characterized the labor of a hack 
writer hired by a publisher to compile works in political economy for a 
fixed wage as being productive in the economic sense. On the other 
hand, Marx identified Milton’s writing of Paradise Lost as unproduc- 

5S. Turetsky, “Dynamics of Prices,” Planov. Khos., 1939, No. 1, pp. 122-126; V. Katz, 
Planov. Khos., 1934, No. 7, pp. 124-125. 

tD, S. Chernomordik, Prob. Ekon. (1938), No. 5, and S. G. Strumilin, Prob. Planiro- 


vania (1932). 
* Strumilin, op. cit., p. 397. 
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` tive labor in that’ sense inasthuch,, as it’ was not doie for an employer 
l or primarily for material gain. Similarly, ‘Marx described the per- 
`  formances of a concert singer working for a company as productive 
- labor while identifying like performance by a singer carried on on his 
‘own account as not being in that class. In either case the key to Marx’s 
_ identification of labor as part of material production (which was his 
preferred term) was whether the labor created surplus value and 
‘capital. The entire analysis of national income, its scope, and its compo- 
sition, from beginning to end, was carried on by Marx in terms of 
capitalistic institutions and bore no relation to the institutonal arrange- 
ments of a socialist society. 
The aforementioned suggestions made by the one or two Soviet 
` economists referred to above, to broaden the existing concept of na- 
tional income in the light of a new interpretation of Marx’s writings, 


have been of little avail. Contrary quotations from Marx’s writings, 


have been offered by other Soviet writers to show that the original 
interpretation of his writings was correct and that he did identify 
material production peculiarly with the production of physical com- 
modities. It was insisted that Marx was willing to classify as parts of 


material production only such services, like freight transportation. or > 


trade, which, directly facilitate production and delivery of physical 


goods, but not others which furnish direct satisfactions. The proposed : 


inclusion of the services of passenger transportation in national income 
was opposed on the ground that it would constitute the first step in the 
direction of an ultimate complete defacement of the distinction betwecn 


material production and services. It was said that consistency would: 


then require the inclusion also of the services of education, hospitals, 
sports, recreation, and what not. Even the services of police and na- 
tional defense might have to be classified as parts of production. The 
concept of government itself might have to be changed from that of 
a repressive agent to that of an agent of production. The theoretical 
implications of any break in the existing line of demarcation between 
material production and services are represented to be too serious to 
be permitted.” 

The application of the restricted material production concept in ‘the 
Soviet estimates, compared with the comprehensive production concept 
used in the estimates of other countries, however, results in a much 
less underestimation of the Soviet national income than might appear 
at first glance. First of all, the exclusion of governmental services from 
the national income is counterbalanced in large part by the more com- 


*Karl Marx, Zur Theorien über den Mehrwert (Berlin, 1923), Vol. I; Appendix, “Adam 
Smith and his Concept of Productive Labor,” p. 416, et seg. (in German). 
°A. Alkind, Prob. Ekon. (1940). 
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plete inclusion in it of taxes: Whereas the capitalist countries as a rule 
include in their estimates only direct or personal taxes, Soviet Russia 
includes in its own practically all taxes. Moreover, not all of the non- 
governmental services by far are excluded from the Soviet national 
income. Some are included under another name. For example, the 
services of communal restaurants are included under retail trade, while 
legal services to business are included in the general overhead of enter- 
prises. Furthermore, some of' the excluded services such as hotels, 
laundries, cleaning, hairdressing, and the like, are much less developed.in 
Soviet Russia than they are in more industrialized countries. Their 
exclusion from the national income in the Russian estimates is, there- 
fore, of relatively little consequence. 

How much the Soviet national income is underestimated on account 
of the use of the narrower concept, is therefore difficult to say. One 
Soviet economist, reversing the comparison, charges the other countries 
employing the broader concept with overestimating their national in- 
come on that score by between 25 and 30 per cent. However, this 
writer failed to account for the more complete inclusion of taxes in the 
Soviet income and for this and other reasons placed the differential at 
much too high a figure. In the absence of detailed data it is impossible to 

_ Measure the degree of the underestimation of the Soviet income in- 
volved in the case. But the probability is that the underestimation is 
not very great. a 

Estimates in irren Prices. The national income is conceived 
strictly as the net value of the national output. It is divided into two 
parts: national income distributed to individuals engaged in material 
production in the form of wages paid therein; and the collective share 
of the national income consisting of profits of enterprises, net short- 
term interest, social levies, and taxes. The profits of enterprises and 
the turnover taxes are the socialist counterparts of private profits in 
the capitalist society and form a larger share of the national income 
than do profits in the capitalist societies. 

‘In addition to the primary incomes of individuals which are a part 
of the national income, there are the so-called “derivative incomes” 
of individuals which are not, directly, a part of the national income. 
These incomes are earned by state employees, employees of social 
institutions, and other persons rendering personal services. They, too, 
take the form of wages and are paid out of the taxes, social levies, 
and primary incomes of individuals engaged in material production. 


* Kolganoff, Narodny Dokhod, op. cit., pp. 67-71 and 80-81. 

For a fuller discussion of the Soviet concept of national income, see Paul Studenski, 
Methods of Estimating National Income in Soviet Russia, Studies in Income and Wealth 
(New York: National Bureau of Economic Research, 1946), Vok, III. 
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They are treated as parts, not of the original distribution of the national 
income, but of its subsequent redistribution. 

Whereas in the capitalist countries using the comprehensive produc- 
tion concept national income generally is somewhat in excess of the 
total income payments to individuals inasmuch as it includes undis- 
tributed profits, in Soviet Russia with its restricted national income 
concept the reverse holds true. The sum of individual primary and 
detivative incomes, which consists of wages, has been estimated to be 
10 per cent or more in excess of the national income total.” 

National income“in Soviet Russia is computed by the net output 
method. Net output, in current prices, in the case of agriculture, con- 
struction industry, trade, and small-scale industry is derived from gross 
output by deducting from it material costs. These embrace expenses 
for raw materials, auxiliary supplies and services, repairs done outside, 
and depreciation allowances. .Gross value itself is computed either 
from gross sales or by multiplying the quantity of goods produced by 
their prices. In the case of retail trade, the gross value is calculated as 
the proceeds of a stated markup or “gross profit” on the wholesale price 
of the goods. In the case of all large-sca’é industry and construction, 
however, net value at current prices is computed directly by aggregat- 


ing the payment of wages, social levies, net short-term interest, profits, - 


and taxes.*® 

Computation of National Income in Constant Prices. The crux of 
the Soviet estimates and also their most vulnerable point is the con- 
version of the national income in current prices into national income 
in constant prices. This conversion is made in a completely different 
manner from that generally followed in other countries. 

In the latter, as is well known, general or specific indices of whole- 
sale or retail prices or both are used to measure in constant prices the 
total national income. Sometimes, too, these indices are used to 
measure, in constant prices also, the values of the final products com- 


b 


prising the national income total in its disposition aspect. But in Soviet ` 


Russia price indices and other such devices are used to measure in 
constant prices the net output of each branch of production and its 
contribution to the national income total in its production aspect. 
Widely divergent methods are used in the computation of the net 
outputs of different branches of production in constant prices. Their 
general objective seems to be to attain as nearly as possible a physical 
measure of the current net outputs, independent of price changes. In 
the pursuit of this objective, the methods employed produce widely 
2V, Katz, Planov. Khos., op. cit., pp. 126-127, 


* For a fuller discussion of the methods of estimating Soviet national income in current 
* prices, see Paul Studenski, op. cit. 
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divergent and often odd results. Their specific operation and results 
can be understood only if analyzed closely. 

Altogether, three main methods of conversion into constant prices 
are employed: one, known as the method of the “dynamics of gross 
output”; another called the method of the “index of the price of the 
product”; and the third described as the method of “direct computation 
of net output in constant prices.” In all of these three methods, the 
constant prices are taken as of the year 1926-27. 

Under the method of the “dynamics of gross output,” the increase in 
the net value of the output in constant prices is measured by the in- 
crease in gross value in such prices. The latter is computed by multiply- 
ing the current quantity of the output by the price of the unit of that 
output in the base year. Then, the ratio of net to gross value effective 
in the base year is applied to the figure. The resulting sum is taken to 
represent the net value of the current output in constant prices. For 
example, if 10 million units are produced in the x year, the price of the 
unit in the base year is 10 rubles, and the ratio of net to gross value 
of that product in the base year was 60 per cent, then the gross value 
for the current year in constant prices is set at 100 million rubles, and 
the net value in constant prices at 60 million rubles. 

This method was introduced originally in the national income com- 
putation for the years 1925-30. IL Is still enipluyed Luddy in the case of 
certain branches of production, such as freight transport, retail trade 
(in part), and others. In the case of transport, it is applied in a 
simplified form. The net value of the services performed in carrying a 
ton of freight for the distance of a kilometer in 1926-27 is taken as a 
starting point. This sum is then multiplied by the number of ton kilo- 
meters of service performed in the current year. The result is deemed 
to represent the net value of the service or income of the transport 
in the current year at constant prices. 

The method is exceedingly crude. Its underlying assumption that 
the ratio of net to gross value of the output remains unchanged over a 
period of time and that the two values move together in a parallel 
way is contrary to fact. The ratio of net to gross value is affected by a 
variety of conditions and does not remain the same over a period of 
time. It is influenced by changes in the price of the product, changes 
in the costs of labor, changes in the nature, quality, quantity, and costs 
of materials and equipments used in production, changes in the care 
of handling these materials and equipments, changes in the applied rate 
of depreciation and in the rapidity with which capital is being 
amortized, and a number of other circumstances of this sort. In an 
industry whose production is becoming increasingly roundabout, i.e., 
dependent on the materials, equipments, and services of other indus- 
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tries, the ratio of net to gross value of the output, all other conditions 
remaining the same, drops over a period of time. On the other hand, in 
an industry in which such outlays for one reason or another decrease 
relatively, the ratio of net to gross value, all other conditions being the 
same, rises from one period to another. The computation of the increase 
in net value in terms of increase in gross value results, in the first in- 
stance, in an overstatement of the growth of the net output and, in the 
second, in its understatement. 

The computation of net value of the services of transport, under 
the method described above, in terms of income per ton kilometer in 
1926-27, ignores the changes which have taken place since 1926-27 in 
the composition of the freight, tariffs charged for it, costs of labor, 
fuel, auxiliary supplies, repairs, rate of depreciation, and a multitude 
of other things, and gives a very much distorted view of.the real growth 
of the net value of the services of this branch of production. 

Under the second method—that of the index of the price of the 
produce—the net value of the output is computed first in current 
prices. It is next deflated by the index of the price of the finished 
product. For example, if the price of the product has doubled, the net 
value of the output in the course of its conversion into constant prices 
would be cut in half; if the price decreased 50 per cent, the net value 
in the course of the conversion would be increased 100 per cent. It is 
not stated clearly in Soviet literature in which particular branches of 
production this method is employed today. It was used as an alternative 
method in the 1925-30 calculations. It attempts to reflect changes in 
the ratio of net to gross value and thus to avoid the distortions caused 
by the first method. It is faulty, however, in its assumption that the 
net value.of the output changes in exactly the same manner as the 
price of the product. Many other factors, as already stated, produce 
these changes. The method produces often unrealistic results. 

Under the third method, that of the “direct computation of net value 
in constant prices,” the net value is computed as the difference between 
the gross value of the output in base year’s prices and the costs of ma- 
terials in base year’s prices. This method is used extensively in the 
computation of income from agriculture and apparently also in certain 
other cases as well and is theoretically correct if applied to a true final 
value of the product. But it may lead to overestimation, if the values of 
intermediate products are duplicated. 

All the three methods of estimating the net output in constant prices 
lead to a distortion of the structure of the national income according 
to branches of production and, probably, to an overestimation of its 
aggregate to an unknown degree. Moreover, even more responsible for 
a possible exaggeration of the national income in constant prices are 
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certain departures in the estimates from the application of these prices. 
Several Russian authorities have pointed out that in important in- 


: stances the estimates rest’ not upon 1926-27 prices but upon the gen- 


erally higher prices of the current year, or of some other later year . 
than 1926-27. This is the case for building construction, retail trade 


_ (in part), and those segments of industry which produce new ates 


not produced in 1926-27. 


- In the building industry base year pricés Scarcely exist. Boch new 
construction project has its peculiar features and hence costs. Accord- 
ingly, conversion of net output into constant prices under any of the 


_methods described scarcely can be carried out in its case.** The net 


output for that branch of production is estimated, therefore, as the ‘ 
difference between the gross value of the construction work done at 
current prices and-the material costs likewise incurred at current prices. 
- The income from retail trade is computed partly in current and . 
partly in constant prices. First, the gross value of goods entering trade 


` „is computed at current prices. Next, the gross value of the services of 
' retail trade is computed therefrom by applying thereto the markup in 


effect i in 1926-27. This is next reduced to net value, by applying tó it 


i 


the ratio of net to gross value in trade in effect in 1926-27. Finally, 
the excise taxes levied on retail sales are added thereto at thé then 
existing percentage rates. This method exaggerates the net output in 
trade in a twofold way. First of ail, it takes as a starting point in the 
computation the wholesale prices of the current year which are gen- 
erally much higher than those of 1926-27. They are generally higher 


- not only because of the higher wage and price level but also because 


they included packing, transportation, and.delivery costs, whereas the 


. early prices were strictly factory prices. Secondly, the method exagger- 
- ates the net output in trade by taking the 1926-27 ratio of net to gross 
_ value which was generally higher than the current ratio. It was higher 


because the net value in 1926-27 included the excise taxes then levied 


‘on retail trade but removed since, in 1930, and replaced by the turnover 


tax on industry. ' 

One of the greatest sources of the overestimation of the Soviet na- 
tional income probably is the particular method of computation of the 
net output in constant prices employed for industries producing articles 
not produced i in 1926-27, In this case, prices had to be used for the later 
years in which the articles were first placed on the market. Not only 
did these prices reflect the generally higher wage costs of those years, l 


“S. N. Prokopovicz suggests the use of.a 1926-27 cost of constructión per. square foot of 
floor' space or cubic foot content as a usable constant price, but it obviously is a highly 


` inadequate and imperfect, measure. See his Russland’s Volkswirtschaft unter den Sovjets’ i 
- (Zürich, 1944); Ch. VI. 3 


< THE ECONOMY OF THE U.S.S.R. 605 


but they also often reflected the higher initial production costs of those 
articles associated with their initial production in small quantities and 
under a still imperfect technology of their production. Even though the 
prices and costs of these products would eventually be materially re- 
duced as the goods are put into mass production, their net value would 
still continue to be evaluated in their original high prices and costs, thus 
producing a perpetually exaggerated figure of net value or income. 

It is thus seen from this review of the existing methods of compu- 
tation of the Soviet national income in constant prices, that they all, 
in one way or another, unwittingly tend to distort and very largely 
exaggerate the growth of the real national income of the country and of 
its several component parts. 

Some of the indicated distortions, such as some of those occurring 
in the case of retail trade, can probably be easily corrected. But 
some are inherent in the rapid change of the economy and probably 
cannot be avoided no matter what system of price devaluation is used. 
There seems to be a keen appreciation among leading Soviet statis- 
ticians of the imperfections of the methods of price deflation used by 
them in the national income computations. But there is no agreement 
among them as to how these imperfections might be corrected. One 
authority sees a solution in a shift to the estimating of national income 
in terms of the final value of consumer goods and of newly added capital 
goods, in constant prices. He stopped short of recommending it, how- 
ever, because he believed that under this approach it would be difficult 
to break down national income total into parts contributed by the dif- 
ferent branches of production. Another authority suggests the conver- 
sion of national income at current prices into national income at con- 
stant prices with the aid of a unified price index, the preparation of 
which, he says, should be resumed at once. This method would be in 
accord with that used in most countries.” 

Overstatements of Growth of National Income Due to Structural 
Changes in the Economy. On top of methodological factors, as already 
suggested, changes in the structure of the Soviet economy contribute to 
overstatements of the growth of the Soviet national income. Much: 
of the reported increase in that income represents merely a more com- 
plete accounting of production previously carried on in the farmers’ 
households or otherwise. It is, therefore, an increase on paper only. 
Thus, for example, in the course of the breakdown of the old rural 
household economy, considerable amount of production carried on by 
members of the family at home for family consumption, was taken 
over by the Kolhoz or was organized and classified as industrial pro- 


% Kolganoff, Probl. Ekon., op. cit., p. 108, and Turetsky, Planov. Khos., op. cit, p. 126. 
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duction. The work of millions of workers not previously accounted for 
in national income became suddenly so recorded therein. Workers’ 
meals taken at the family table were replaced to an increasing degree 
by meals taken at the factory canteens or communal restaurants with 
the result that the services rendered in supplying them became a part 
of the national income, under the category of retail trade. 

The Results of the Soviet Estimates. According to the Soviet esti- 
mates, national income of the country in 1926-27 prices increased from 
25 billion rubles in 1928 to 125 billion rubles in 1940. This is a 400 
per cent increase in twelve years. The last breakdown of national 
income in constant prices by different branches of production is given 
for 1937. It shows increases in their income for the nine-year period of 
1928-37 ranging from 66 per cent for agriculture to 264 per cent for 
retail trade, 400 per cent for transport, and 485 per cent for industry. 

No published estimates for any other country in the world show a 
comparable rate of increase of its national income during any time in 
its history. The only estimates published in the United States covering 
an extended period show that it took that country fifty years, from 
1879 to 1929, to increase its national income in constant prices fivefold. 
Estimates prepared in Sweden, likewise covering a long period, show 
that it took that country sixty-two years, from 1861 to 1923, to achieve 
that increase." 

The Soviet economists explain this indicated unprecedented growth 
of their national income by the effects of the country’s industrialization 
plans inaugurated in 1928. They emphasize particularly the great in- 
creases in the number of workers employed in material production and 
in the productivity of their labor, effected under the operation of 
these plans. It is pointed out that-in 1928, at the beginning of the first 
five-year plan, there were still 1.6 unemployed workers; that by 1930 
unemployment in the country was completely banished; and that by 
1932 the number of workers employed in material production other 
than Kolhoz members and independent workers more than doubled. 
The number increased from 7.7 million in 1928 to 17.1 million in 1932 
and to 18.7 million in 1937. This was an increase of 144 per cent in the 
number of workers employed in this major sector of the economy over 
a period of nine years.” 


It is also emphasized by Soviet economists that during the years 


1928 to 1937, a considerable shift of workers took place from branches 
of production characterized by low productivity of labor to branches 


8 Robert Martin, National Income in the United States, 1799 to 1938 (New York: Na- 
tional Industrial Conference Board, 1939), pp. 6 and 7; Cost of Living and National Income 
in Sweden 1860 to 1930 (University of Stockholm, Institute of Social Sciences, Wages), Vol. 
HI, pp. 4-5 and 247. 

“I, Krasnolobov, Prob. Ekon. (1940), No, 9, p. 55 ef seq. 
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characterized by high productivity and that this shift played a part in 
the extraordinary growth of the country’s national income during that 
period of time. It is pointed out that industrialization in Soviet Russia, 
under the five-year plans, was carried out along completely different 
lines from those it has taken in the capitalist countries. Unlike in the 
latter, industrialization in Soviet Russia is said to have started in the 
producer goods industries, particularly those of the extractive type, such 
as coal, steel, cement, petroleum, etc. The development of the consumer 
goods industries was designedly held back. This peculiar orientation, 
conceived and carried through by government, say the Soviet econo- 
mists, has had the effect of increasing the productivity of labor much 
faster than would have otherwise been the case, inasmuch as production 
in the producer goods industries is much more direct and less de- 
pendent on previously produced and stored-up labor than is the case 
with the more elaborative consumer goods industries. Inasmuch as 
the former are concerned mainly with the extraction of the products 
of nature and their mere elaboration into semimanufactured goods, 
output in those industries with the application of new labor may be 
increased much more rapidly than in other industries. 

One (Krasnolobov) statistician attributes 43.5 per cent of the in- 
crease in income of state enterprises during the period 1928-32 to in- 
creases in the number of man-hours used in production there, while 
attributing 56.5 per cent of the increase to gains in productivity. He fixes 
the corresponding shares of the two factors in the increase in the na- 
tional income for the period 1933-37 at 33 and 67 per cent respectively. 
He estimates the increase in productivity in large-scale industry for the 
period of the first five-year plan at 41 per cent and for the second at 82 
per cent. However, these measurements of productivity are open to 
question. 

Because of the peculiar nature of the Soviet industrialization pro- 
gram, the increase in the country’s national income from .1928 to 1937 
registered primarily in the supply of producer goods and not, as in 
capitalist countries, in the supply of consumer goods. The levels of 
consumption were forcibly kept down while plants, raw materials, and 
semimanufactured goods were piled up. The main gain from this. type 
of increase in the national income was the country’s greater prepared- 
“ness for war. 

The peculiarity of Soviet Russia’s industrial development has tended 
to confuse some economists in foreign countries. Looking upon the 
relatively stationary character of the consumption levels of the people 
of the country, they were inclined to credit the country with only a 
slight increase in the national income. Colin Clark, the noted English 
economist, was somewhat guilty of this error. In recomputing the 
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© Soviet řatioŭal income for the years 1913, 1928, 1934, ant 1937, he 


was guided particularly by what was happening in the consumption 
sector of the national economy and underestimated grossly capital 


' formation: He showed no increase in the per capita national income of 
‘the country in constant prices, from 1928 to 1934, and only a 40 per 


cent increase in it from 1934 to 1937, as compared with corresponding 
increases under the Soviet estimates of 88 and 90 per cent respectively 


.for.the two periods. 


However, even economists who are fully aware of the peculiarities of . 


the Soviet program of industrialization and its implications are in- 
clined to question the accuracy of the Soviet estimate of a fivefold 


> increase in the real national income over a period of twelve years. S. N. 


Prokopovicz, the leading critic of Soviet statistics, while conceding a 


colossal rate of growth of the Soviet national income, still believes: the 


‘income employed in Soviet Russia and of the methods of its computa- ` 


- 


(9 


indicated fivefold rate of increase to be a gross exaggeration. = 
In the light of the examination made above of the concept of national 


tion in constant prices, the existence of considerable overstatements in 
the Soviet estimates appears to us to be very likely. First of all, the 


.restriction of the concept of the national income to the material pro- 


duction sector of the economy, in itself, tends to exaggerate the rate of 
growth of tho national income, inasmuch as this sector is heing ex- 
panded in Soviet Russia at the expense of all the other sectors including 
government and so-called “immaterial” production generally. The rate 


- of growth of production of the combined material and immaterial 


sectors of the economy, i.e., of the national income conceived broadly, 


- must be considerably lower. Much of the purported growth of the 


national income represents merely a transfer of economic activity from 
one sector of the economy to another rather than a net addition thereto. 
Secondly, much of the reported increase in the national income gen- 
erally, as already stated, is a consequence of structural changes taking 
place in the economy and represents merely a more complete accounting 
of production previously carried on under another name. 

Thirdly, as shown above, the existing methods of computation of 
national income in constant prices involve double counting and other- 


_wise tend to exaggerate its rate of growth. , 


- How much as a result ofthese three’ factors the rate of growth of 
the Soviet national income is overestimated, it is difficult to say. One 


of the two authors of this paper prepared recently an independent 
estimate of the Soviet national income in constant prices for the years 
1928 to 1940. He used for the purpose the comprehensive concept of 


a Colin Clark, 4. Critique of Russian Statistics (London, ee 
2S. N. Prokopovicz, 0b. cit. 
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national income, and the methods most generally used in national 
income estimates throughout the world. He arrived at only a 123 per 
cent increase of the national income of the country for the period in 
question and probably a 200 per cent increase in the income of the 
material production sector.” 

While the overestimation of the Russian national income by the 
Soviet statisticians can be demonstrated by a critical study of the 
methods and techniques applied by them, there is hardly any possi- 
bility of proving it with the aid of the income figures themselves. These 
figures are not sufficiently detailed to permit a thorough test of their 
internal consistency and accordance with actualities. The possibility 
of testing them by means of comparison with national income figures 
of other countries is precluded by the uniqueness of the structure and 
development of the Soviet economy: 

There remains, however, one indirect and somewhat-remote test of 
the accuracy of these figures. This is a comparison of them with those 
of the output of certain major industries. Some critics of Soviet sta- 
tistics have attempted to apply this test. For instance, Prokopovicz 
contrasted a 614 times increase in the output of large-scale industry 
from 1928 to 1940 with an only 4.4 times increase in the output: of iron 
and coal industries during the same time.” Even a sharper contrast is 
that between a twenty-three fold increase over this twelve-year period 
(1928-40) in the gross value (at constant prices) of the output of the 
industries producing metal goods, machinery, vehicles and other trans- 
portation implements and the only 4% times increase in steel produc- 
tion and only a 3% times increase in copper production over the same 
period. Granting that the increase in the output of metal products 
results mainly from increased elaboration, it may nonetheless be ques- 
tioned whether so great an increase in their output is reconcilable with 
so much smaller increase in the output of raw materials used in their 
production. 

Prokopovicz also quotes a reported nearly sixfold increase in eight 
years (1927-28 to 1936) in the gross output (in constant prices) of 
large-scale industries, with a somewhat more than twofold increase 
in the number of the workers employed in such industry during that 
time. The difference, suggesting an increase of 142 per cent in produc- 
tion per worker in such industries over such short period, seems to 
Prokopovicz to be highly improbable, especially when considered in 
the light of the officially admitted wastes in many Soviet industries.” 

2 Julius Wyler, “The National Income of Soviet Russia,” Social Research, Vol. 13 (De- 
cember, 1946). 


7 Prokopovicz, op. cit., p. 209. 
2S. N, Prokopovicz, op. cit., p. 213. Inasmuch as according to data published by 
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Taking account of the reduction of working hours, this means about 
the same increase in productivity as shown for the entire manufacturing 
industries of the United States over a thirty-six year period, 1899- 
1935. The contrasts in Soviet statistics thus pointed out by the critics 
do not in themselves necessarily prove the figures to be incorrect. But 
they warrant inquiry into their bases. 

Conclusion. We conclude from the examination of the Soviet esti- 
mates that, as now- organized, they overstate the rate of growth of 
the Soviet national income and of its various parts, while distorting 
the composition of the national income and shedding little light on its 
distribution and disposition. In the present form they are of no use for 
. purposes of international comparison. Some of the defects of the esti- 
mates are inherent in the material production concept of national income 
derived from Marxian ideology. Some are inherent in the difficulties of 
measuring national income in constant prices in a highly dynamic 
economy. Others are due to the employment of inappropriate statistical 
techniques. It is of utmost importance that these deficiencies be 
corrected. 

It is also important that the preparation of estimates in current 
prices be resumed by the Soviet agencies and that concepts and methods 
be employed in their preparation which are more comparable to those 
employed iñ other lands. The iunfunualiunal content of the estimates 
should be enriched far beyond anything ever attempted in the country 
before. It is to be hoped that now that peace has been re-established 
and that Soviet Russia has assumed an important role in the world 
organization and in schemes of international co-operation generally, this 
result will be accomplished before long. Unless this is done, it will 
continue to be necessary for statisticians in other countries interested 
in the Soviet national income to recalculate it in accordance with con- 
cepts and methods generally accepted in those countries with the aid 
of such data as they may be able to obtain. This is, obviously, a much 
less satisfactory alternative. 





Prokopovicz (op. cit., p. 360), the net value of the output increased more than the gross 
value, the real gain in productivity is even understated in the above calculation which is 
based on the gross value of production. 


A 


SOVIET ECONOMIC RECONVERSION, 1945-46 . 


By Harry SCHWARTZ 
Syracuse University 


The postwar period has been a difficult yet fruitful time for the 
U.S.S.R. Emerging from history’s most destructive war, Soviet leaders - 
have set their people new high goals in every economic field. Much 
has already been accomplished, but disappointments have been many, 
necessitating revisions in plans prepared less than a year ago. 

Understanding of the present Soviet economic situation requires 
comprehension of the fundamental changes caused by the war. Of all 
the combatants, the U.S.S.R. probably suffered the heaviest human and 
material losses. This fact will dominate the Soviet scene for many years. 
Considering human losses first, well over 10 million persons have 
probably been partially or entirely lost to the Russian labor force be- 
cause of death, injury, or debilitating illness.? More than 1,700 cities 
and over 70,000 rural communities were partially or totally destroyed 
in the formerly occupied western areas, leaving about 25 million persons | 
homeless. About 32,000 industrial enterprises and 98,000 collective 
farms suffered greater or lesser damage.® 

In the eastern areas, basic changes also occurred. A Soviet economist 
has summarized what happened to industry: 


The war required a radical reconstruction of the national economy in the interests of the 
country’s defence, Metal fabricating plants were converted to the production of military 
supplies and other instruments of war technique; metallurgical plants were converted in 
significant measure to the output of special kinds of metal for military production; the 
enterprises of the light and textile industries reduced their output significantly because of 
the difficulties of wartime and began to produce shoes and fabric primarily for the army, 
etc, The entire system of material-technical supply was adapted to the needs of war, to the 
task primarily of guaranteeing the supplies of the front, war industry, and the branches 
of heavy industry related to it.* 


Two main results followed: First, industrial output rose very sharply 
in the eastern areas, partly because of the re-establishment there of 
factories shifted from the west and partly because of the construction 
of new metallurgical and metal fabricating plants. During the period 
1941-45, total industrial output increased 260 per cent in the Urals 
and 180 per cent in Siberia, while production of metal-fabricating 


+The preparation of this paper was made possible by a Social Science Research Council 
Fellowship. ae 

? Official Soviet statements cite 7 million persons irretrievably lost. To them must be 
added the unknown large number of individuals invalided or crippled by wounds or illness. 

* These data are highlights from the September 13, 1945, report of the Extraordinary 
State Commission formed to investigate German destruction. 

1G. Kosyachenko, “Preduprezhdeniye Disproportsi‘y Narodnom Khozyaistve—Odna- iz 
Vazhneishikh Zadach Planirovaniya” (Preventing Disproportions in the National Economy 
oe of the Most Important Tasks of Planning), Planovoye Khozyaistvo, No. 4, 1946, 
p. 8. 
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plants increased twelvefold in Western Siberia and sixfold in the Urals. 
Second, civilian living standards sank rapidly as the supply of food and 
consumers goods decreased greatly. In addition, crowded housing condi- 
tions, a, severe problem in the prewar U.S.S. R, became even worse as 

millions of refugees and new workers crowded into the expanding 
edstern industrial cities.® 

After victory, the Soviet people undoubtedly looked forward to reap- 
ing tangible benefits in the way of increased supplies of food and con- 
sumers goods and alleviation of the housing scarcity. To the Soviet 
leaders, however, the primary postwar task was to renew the mighty 
prewar effort aimed at increasing Soviet economic strength. To do this, 
a new five-year plan for 1945-50 was adopted, intended, in Stalin’s 
words, “to rehabilitate the ravaged areas of the country, to restore the 
prewar level in industry and agriculture, and then to surpass this level 
in more or less substantial measure.” To reassure the Soviet people that 
their consumér needs were not being overlooked, Stalin added, “the 
rationing system will ‘shortly be abolished, special attention will be 
devoted to extending the production of consumers goods, to raising the 
living standards of the working people.’”” 

Further details of the postwar economic program were given by the 
Fourth Five-Year Plan published last March, and by accompanying 
statements in the Soviet press. Among the most important of these was 
the announcement that by 1950 it was expected that all the damage in 
the former occupied area would be liquidated so that 1950 industrial 
output there would be 15 per cent higher than the prewar level.® Further, 
the new plan made it clear that continued expansion of industry in the 
east would be carried on simultaneously with western reconstruction. 
Most cheering to consumers in the urban areas was the plan’s categori- 
cal assurance that rationing of bread and cereal foods would end in 
the fall of 1946 und that the entire rationing system would terminate in 
1947, 

The U.S.S.R. embarked upon this new program handicapped by its 
war losses, but fortified by the gains of victory. Internally, its produc- 
tion level was well below the prewar mark, although the metal fabricat- 
ing industries had been maintained at a relatively high level. Soviet 
capital equipment—machinery, farm equipment, railroad rolling stock, 
and the like—had deteriorated greatly during the struggle. Finally, the 
Soviet people were extremely tired. On the other hand, peace meant 


` Pravda, August 28, 1946, and Kosyachenko, op. cit., 

° Cf, the accounts by various Americans who were in he v S. S.R. during the war, includ- 
ing the books of Harrison Salisbury; Henry Cassidy, Henry Wallace, William L. White, 
Walter Graebner, and Ella Winter. 

7 Quoted from Stalin’s speech of February 9, 1946. 
8 Pravda, April 4, 1946. 
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that millions of men could be returned from military to civilian occupa- 
tions. Moreover, victory had undoubtedly heightened morale and confi- 
dence in Communist leadership-among the masses—important elements 
in creating the psychological atmosphere needed for the difficult new 
tasks. 

Externally, triumph in Europe opened to the Soviet. regime the 
resources of all occupied Eastern Europe as far west as the German 
provinces beyond the Elbe. In Asia, Japan’s defeat brought Soviet 
occupation of Manchuria and Northern Korea. The Soviet Union helped 
itself liberally to the capital equipment, food, and consumers goods 
found in the areas occupied by the Red Army. Claiming the right to 
reparations, to take back stolen Soviet property, and to seize war booty, 


Soviet authorities sent to the U.S.S.R. billions of dollars worth of ma-' 


chinery, livestock, railroad equipment and other commodities needed 
to help rebuild what Axis troops had destroyed.” 

© Perhaps even more important in the long run, military hegemony 
over Eastern Europe and consequent political developments have won 
the U.S.S.R. economic concessions and rights of the first: magnitude 
` there. For the foreseeable future, it seems likely that the economy of 
Eastern Europe will be co-ordinated closely with the Soviet economy. 
This gives the U.S.S.R. access to additional important quantities of 
manpower, natural resources, industrial capacity, and food which are 
. already being used to ease Russian difficulties. Soviet export of raw 
cotton to Poland and Rumania for manufacture into cloth and subse- 
quent reshipment to the U.S.S.R. is illustrative.*° Outside the areas of 
immediate Soviet military control, the increased prestige and power of 
the U.S.S.R. in the new balance of international forces has facilitated 
Soviet trade with many nations, the most conspicuous example being 
the recent Swedish loan which should be of considerable aid to future 
. Soviet economic development. 

A legacy of the military victory, too, is the force of perhaps five 
million or more former Axis soldiers and civilians now involuntary 


° The most comprehensive statements of Soviet takings are: the State Department note 
of July 23, 1946, to the U.S.S.R. regarding Hungary; the summaries of Soviet acquisitions 
in the Balkans i in the New YVerk Times, August 2 and 19, 1946; and the Pauley Report on 
Manchuria published December 14, 1946. In this connection, the Soviet note on Hungary, 
published August 2, 1946, should be consulted for the U.S.S.R.’s point of view. 

* Soviet economic gains in Rumania and Hungary include partial Soviet ownership and 
virtually complete Soviet control of joint companies exploiting those countries’ most impor- 
tant natural resources and transportation facilities. In Poland and Czechoslovakia, the estab- 
lishment of politically allied governments assures that future planning of those economies 
will be in close collaboration with the U.S.S.R. Russian exploitation of the Soviet zone of 
Germany and Austria will undoubtedly continue as long as the Red Army remains in those 
areas. Important Soviet economic gains have also been made in Finland, Bulgaria, and 
Yugoslavia. The development of the specially favored Soviet position in these economies 
has been fully reported during 1945 and 1946 in the New York Times, New York Herald- 
Tribune, and Christian Science Monitor. 
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laborers in the Ù. S.S.R.” Even though the efficiency of many of these 
workers is low, in the aggregate they Peprssent an appreciable accre- 
` tion to ‘the Soviet labor force. 

> There can be little doubt, however, Atak the great bulk of Soviet 
„economic ‘expansion is being accomplished with domestic labor and 
.resources. An, over-all view of the magnitude of the resource shift from 
war to peace’is given. by comparison below of certain budgetary ex- 
penditures : (planned) for the last full year of war, 1944, and the first 
full year of Drees 1946: 
i we, TABLE I, 


“WPLANNED Soviet BUDGET EXPENDITURES FOR DEFENSE AND CHIEF BRANCHES 
: OF THE NATIONAL ECONOMY, 1944 AND 1946 


3 RT oe a ; (billions of rubles) 
We is Per Cent Change 
S E i 1944% 1946 1944 to 1946 
+. Defense i, nO 1284 72.2 —44 
Industry Pe o 24.7 63.8 +159 
Agriculture ’ "3 72 12.6 +75 
Transportation and communications 6.3 10.8 +70 


* Actual 1944 expenditures did not differ greatly from the planned goals. 
Sources: Moscow News, January 29, 1944, and Pravda, October 16, 1946. 


Since budgetary appropriations for the national economy are utilized 
largely to finance new capital construction and to increase working 
capital, the data in Table I show clearly how the war’s end has per- 
mitted substantial reallocation ot resources trom military needs to the 
reconstruction tasks now facing the Soviet economy. 

In assessing the postwar achievements of the Soviet economy, the 
outstanding fact is that in the main reconversion was completed in 
1946.” In the formerly enemy-occupied western areas, productive capac- 
ity was increased 28 per cent in 1946 as compared with 1945, output of 
iron, steel, and rolled steel increasing by about 60 per cent, and of 
Donbas coal by about 30 per cent as compared with 1945. All this rise 
in production and capacity was due to the restoration and rehabilitation 


* A report in the Soviet newspaper, Irkutsk Pravda, asserted that 2.8 million war prisoners 
were working on a new Siberian railroad. (Cf. A.P. dispatch from Shanghai dated December 
16, 1946.) Probably over a million additional former enemy soldiers are employed in other 
occupations from western Russia to Vladivostok, as indicated by frequent references to their 
presence in the reports of postwar American visitors to different areas of the U.S.S.R. 
In addition, other reports in the past two years have told of the deportation for labor in 
the Soviet Union of large numbers of persons of German origin from Rumania, Hungary, 
and Yugoslavia, as well as from Germany itself. An undetermined number of Japanese 
civilians have also been reported as working for the Soviet Union in the Kurile Islands, 
Southern Sakhalin, and the Far East. After this paper had been delivered, a statement 
by the Soviet news agency, Tass, declared that as of March, 1947, only 900, 000 German 
prisoners of war remained in the U.S.S.R. while more than a million others had been 
repatriated. (Ci. New York Herald-Tribune, March 15, 1947.) This suggests that either 
the estimate made in the text above, on the basis of an earlier Soviet statement, is too high 
or the Tass figure quoted here is an understatement. In the absence of fuller information, 
no decision can be made as to which of these alternatives is correct. 

* Izvestiya, January 7, 1947. 
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of plants destroyed and damaged during the war. In the eastern’ regions. 
never reached by the Germans, many new plants were put into opera- 
tion. In the U.S.S.R. as a whole, 800 government enterprises: were. put. 
into operation during 1946, including both restored and new plants. 
Among the most important installations were 6 blast.furnaces, 18 open: 
hearth furnaces, 9 rolling mills, 1 blooming 3 mill, 11 coking batteries; 36- 
large coal mines, and 117 power station turbines ae ag 

Gross industrial output i in the Soviet Union, however, may have been na 
lower in 1946 than in 1945. The only comprehensive production státe- 7 
ment issued by the U.S.S.R. is the assertion that civilian’ output: i in 1946 
was 20 per cent higher than in 1945.** But since the great bulk of 1945. G 
production was undoubtedly intended for military, use; thè 20,per cent 
civilian output increase during 1946 may not have’ beer! sufficient. to 
offset the sharp decline in military output which took place as Soyiet ; : 
industry reconverted. And since the output of grain, ‘sunflower seed, 
and sugar beets was also considerably Tower in 1946 as the result of 
drought conditions, the hypothesis stated above regarding gross indus- 
trial output suggests that 1946 Soviet national income (in constant 
dollars) may also have been below the 1945 level. 

The 1946 economic plan was fulfilled in many respects but not 
altogether, as is indicated by the data in Table IT: 


s 


TABLE IL 
PERCENTAGE OF 1946 PLAN FULFILLMENT BY SOVIET INDUSTRIAL MINISTRIES* 

Per cent of Per cent of 

1946 plan 1946 plan 
Ministry f fulfilled Ministry - fulfilled 
Ferrous metallurgy 99.5 Lathe building 98.9 
Nonferrous metallurgy 99.0 Agricultural machine building 77.0 
Western coal industry 105.0 Transport machine building 81.0 
Eastern coal industry 97.0 Machine and instrument building 98.0 
Southern and western oil industry 103.0 Construction materials 105.0 
Eastern oil industry 105.0 Forestry 98.0 
Power stations 99.7 Cellulose and paper industry 109.0 
Chemical industry 105.0 Rubber industry 96.0 
Electrical industry 106.0 Textile industry 103.0 
Industrial enterprises of communi- Light industry 99.6 

cation 103.0 Meat and dairy industry 110.0 

Heavy machine building 105.0 Food industry 98.0 
Automobile industry 92.0 : 


* Source: Pravda, January 21, 1947. 


This tabulation indicates clearly that while the industries producing in- 
dustrial raw materials virtually all reached their goals, there was serious 
backwardness and nonfulfillment of plan by vital fabricating industries, 
particularly those producing various types of machinery. This failure 
to produce adequate quantities of machines and machine tools has un- 


* Pravda, January 21, 1947. 
“Ibid, 
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, doubtedly held back the equipping of new plants and the replacement of 
_ obsoléte and wornout equipment. 

` Increases in’ production of specific iteńs i in 1946 over 1945 are given 
” in Table IEI:, 7 


s “xe ; Taste II ' 

PERCENTAGE Gan OVER 1945 uN OUTPUT or SPECIFIC COMMODITIES IN THE U.S.S.R., 1946* 

; t . - > Percent y Per cent 

R : “asl © 2 -gain over | gain over 
Commodity ero 1945 > Commodity -1945 
Pig i iron ee : , 12 Trucks -38 
Steel $ 4 too 9 Steam turbines 30 
Coal ee: po ES ge AIO Tractors v 72 
Oil i tee 12 Combines 349 
Electric, power Pio 10 Cement 83 
Locomotives ; x 2,900 Brick 89 
Freight cars ; 2,800 Cotton cloth 17 
Meàt : n 18 Leather shoes 28 
: Animal fats` - 69 Fish 10 


© * Source: Pravda, January 21, 1947. 


The data above show that the failure of the metal-fabricating minis- 
tries to fulfill their 1946 plans was the result in large part of the ambi- 
” tious level of their goals, since nonfulfillment occurred despite very 
_ substantial increases in output of such items as trucks, turbines, trac- 
tors, etc. The very large percentage gains recorded in some particular 
items, such as Incamotives and combines, undoubtedly reflect the ex- 
tremely small production of these commodities in 1945. In many of 
the items enumerated, much of the progress achieved was the result of 
reconversion from military output. 

Valuable as they are, however, the above summary data partially ob- 
scure certain important weaknesses i in Soviet industry. For one thing, 
these data do not reflect the tendency of Soviet industry to overproduce 
certain items whose output is relatively simple and to neglect ‘other 
vital items which are more difficult or less profitable to produce. Second, 
these data do not reflect adequately the differing significance of the 
percentage increases for commodities whose production was expanded 
or curtailed during the war. Third, certain types of important economic 
activity, particularly construction, are carried on by sections of the 
ministries whose record is given in Table II, and the differential success 
achieved in these ancillary but vital economic areas is not properly 
represented in the summary data. To present a more balanced picture 
of Soviet economic progress during 1946, therefore, the problems en- 
countered in construction, machine building, and consumers goods out- 
put will be considered in some detail below. 

- Both industrial plant and housing construction lagged behind Soviet 
plans in 1946. During the first six months, the annual plan for con- 
struction of heavy industrial enterprises was fulfilled only 40 per cent, 
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with the situation worst at sites of automobile, ferrous metallurgy, and 


+ 


heavy industry plants where only 10 to 35 per cent of the annual plan , 


had been met.** In October, only 47 of the 109 trusts of the Ministry 
of Heavy Industry Construction fulfilled their plans.2* As regards 
housing, Pravda recently noted that “in the majority of places the con- 
struction of new dwellings is being carried on unsatisfactorily.”*” In 
the first eleven months of 1946, a number of important industrial 
ministries fulfilled substantially less: than half of their 1946 housing 
construction plan. Progress of new housing in the Donetz, Kuznets; 
and Moscow coal basins has been particularly condemned as inade- 
quate.” i iy E AN 
Construction difficulties are apparently the result of disorganization 
of the industry, retention of antiquated methods of work, and of short- 
ages of necessary machines, men, and materials.:The degree of dis- 
organization is suggested by the fact that at the beginning of 1946 over 
40 per cent of all construction was being done on projects for which no 
cost estimates had been prepared. About half of all construction work is 
done by hand, and the available labor is used inefficiently, skilled 
workers often being employed at unskilled tasks.*® The shortage of 


materials is so great that local authorities have been warned they can- ` 


not depend on the production of large government plants to meet their 
needs, but must organize local production of all building materials, in- 
cluding glass, cement roofing materials, and ceramic products.” This 
is particularly significant in view of the overfulfillment of the total 
1946 plan by the Ministry of Construction Materials. 

Serious inadequacies have marked progress of the vital machine 
industries in this period, as is evident from the data in Table II. 
Conversion of the plants formerly engaged in armaments production 
to peacetime output was frequently very slow, despite the fact that the 
chief ministries involved coped successfully with the analogous prob- 
lems of conversion to war output during the conflict.” Soviet plants ac- 
customed to produce a very limited number of military items often 
showed little flexibility in adjusting themselves to the problems posed by 
peacetime demands that they produce a much wider assortment of ma- 
chines and equipment for many different industries. Plant executives 

*Trud, August 23, 1946. i 

1 Tzwestiya, December 8, 1946. 

1 Pravda, October 21, 1946. 

28 Ievestiya, December 8, 1946, and Pravda, October 4, 1946, and January 20, 1947. 

*V. Grossman, “Ob Ukreplenii Rezhim Ekonomiki v Stroitelstve” (Strengthening the 
Regime of Economy in Construction), Planovoye Khozyaistuo, November 3, 1946, pp. 
37, 40. Í 

2 Pravda, September 6, 1946. 

2 For example, most of the former tank industry was converted to locomotive produc- 


tion, while the former Commissariat of Military Supplies was put in charge of agricultural 
machinery production. 
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have been hampered by the cumbersomeness of higher echelon Soviet 
bureaucracy. which has often been unable satisfactorily to solve the 
problems of new machine tool procurement, revision of materials flow 
channels, and retraining of workers.” 

As a result of these deficiencies, Soviet output of vital machinery 
during 1946 often fell behind plans ‘and needs with respect to quantity, 
assortment, and quality. Thus Pravda sharply criticized the electrical 
equipment, ball bearing, and agricultural machinery industries for their 
backwardness; accusing many plant directors of underestimating re- 
conversion difficulties. The journal pointed out that new plant ma- 
chinery would not appear by itself but would have to be constructed by 
the factory needing this machinery in many cases.” Low output of pre- 
, cision instruments was described as having produced a “tense situa- 
tion” in many electric power stations and iron, steel, and nonferrous 
metal plants.” According to Izvestiya, inadequate production of elec- - 
trical equipment “serves as a brake on the mechanization of labor and 
the electrification of technological processes.” Perhaps most serious 
of all, the extremely backward record of the agricultural machinery 
industry has seriously hampered Soviet plans to remechanize agricul- 
ture and release farm workers to industry. 

Published accounts of conditions in the farm equipment industry are 
illuminating. The basic cause for nonfulfillment of production plans 
for all major types of farm machinery during the first half of 1946 is 
given as the lag in reconstruction of prewar plants in the occupied 
area and in the construction of new plants in the east. Plants in process 
of conversion were seriously handicapped by lack of the machines they 
needed.” Lack of co-operation between different farm machinery plants 
has been another obstacle, with some factories standing idle for lack of 
machines which other plants had, in abundance and did not use.” At 
the giant Chelyabinsk tractor plant, converted to tank output during 
the war, reconversion did not begin until April, 1946. Its first tractor 
was not assembled until June and not until August were the first five 
machines ready for shipment.” 

Long a laggard in the prewar era, consumers goods production has 
held the same status more recently. The relatively low percentages of 
output gain in 1946 shown in Table III exacerbate a situation made 

2 Cf, Izvestiya, May 26, 1946, and August 21, 1946. 

* Pravda, October 28, 1946. 

3 New York Times, November 18, 1946. 

* Izvestiya, January 7, 1947. 

* Pravda, August 9, 1946. 

3P. Nikitin, “Mashinostroeniye i Razvitiye Tekhniki v Novom Pyatiletnem Plane” 
(Machine Construction and Technical Development in the New Five Year Plan), Plano- 


vove Khozyaistvo, No. 4, 1946, p. 29. 
® Pyavda, December 18, 1946. 
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desperate by the curtailment of consumers goods production during the 
war and allocation of virtually all such goods to the army. until victory 
was won. All through 1946, apparently, this type of output was given 
low priority by local officials who gave preferential treatment in re- 
source allocation to other industries.” During the first six months of 
1946, therefore, only about 40 per cent of the half-year planned output ` 
of shoes, knitted clothing, stockings, and socks was obtained.®*° Despite 
this, Table II shows that light industry almost fulfilled its goal, sug- 
gesting that production of other consumers goods exceeded plan and 
made up for the deficiencies in this output. : 
The low level of current consumers goods output may 'be illustrated 
by data on several important items for which 1946 output may be 
estimated with reasonable accuracy: : 


TABLE IV 
TEXTLE OUTPUT IN THE U.S.S.R., 1938 AND 1946* 
Commodity Unit 1946 1938 
Cotton cloth million meters 1,900 i 3,491 
Woolen cloth million meters 70 114 
Sük cloth million meters 45 59 
Cotton thread thousand tons 500 831 


* Sources: 1946 output estimated on basis of nine months data in Pravda, October 18, 
1946; 1938 data are preliminary figures from Sotsialisticheskoye Stroitelstvo SSSR 1933- 
1938 gg. (Socialist Construction in the U.S.S.R., 1933-1938), Moscow, 1939, p. 73. 


The low relative level of 1946 output is emphasized when it is recalled 
that the 1938 data are for the smaller area then included in the U.S.S.R. 
With output so low, little wonder Izvestiya recently denounced the 
Ministries of Textile and Light Industries which do “not satisfy the 
requirements of the population in cloth, shoes, and knitted goods.”* 
To improve the supply and quality of consumers goods, Soviet au- 
thorities have recently taken drastic steps. In November, producers co- 
operatives were ordered to increase their production. They were freed 
from the obligation of filling industrial orders, and directed instead to 
devote all their resources towards meeting the population’s needs. 
Unutilized materials and equipment belonging to the government were 
placed at their disposal. Additionally, they received the right to sell 
‘their output to consumers at free market prices, provided only that 
these were not higher than the relatively expensive levels in the govern- 
ment commercial stores. To finance their expansion, the co-operatives 
were given a large government loan. Incentive for expansion was pro- 
vided by permitting the co-operatives to distribute 20 per cent of their 
profits among their members, something they had not been allowed to 
do before, and by granting them exemptions from particular taxes.” 


* Izvestiya, December 28, 1946. ® Ibid., October 17, 1946. 
3! Ibid., December 28, 1946. ® Ibid., November 12 and 14, 1946. 
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In some respects this new policy is reminiscent of Lenin’s new economic 
policy after World War I, when the Soviet government first turned to 
the use of profit incentives to stimulate private and co-operative pro- 
duction. That this move represented a change in plans was emphasized 
by editorials in the Soviet press castigating co-operatives which did not 
immediately alter their old plans to take account of the new govern- 
ment instructions. 

The seriousness of current consumers goods shortages was still 
further emphasized by additional drastic measures taken late last 
December to raise output in government plants. A decision of the 
Council of Ministers increased considerably the amount of capital to 
be invested in the textile and light industries, and ordered unconditional 
satisfaction of these industries’ requirements of fuel, electric current, 
and building materials so that they might expand output. Local officials 
throughout the country were severely criticized for giving low priority 
to consumers goods output, and were ordered to mend their ways.” 
These drastic measures suggest the severity of the situation produced 
by the continued low Soviet standard of living fifteen months after 
V-J Day. 

While many factors are involved, the primary difficulty straining the 
Soviet economy today seems to be the quantitative and qualitative in- 
adequacy of the U.S.S.R.’s labor force compared with the ambitious 
goals first set. Aggravating the situation has been the low productivity 
of much of the available labor supply, many of whose members have 
received but little vocational training and many of whom are working 
on wornout machines that break down frequently and cannot be 
operated for long at maximum capacity. As a result, many enterprises 
have succeeded in restoring their work force to the prewar level but 
produce significantly less than prewar because of low labor produc- 
tivity.** Poor management is also a factor, many enterprises being un- 
able to maintain an even flow of work with the result that their execu- 
tives drive men and machines at a frantic pace the last days of each 
month to meet government goals.** 

Labor efficiency is held down by high turnover rates in many areas 
where food and housing are unsatisfactory. This conclusion is suggested 
by much Soviet press comment blaming poor living conditions for low 
productivity. In variouis Leningrad machinery plants, for example, from 
89 to 120 workers left their jobs during the first nine months of 1946 


3 Ybid., December 28, 1946. 
3 Pravda, October 13, 1946. 
** Ibid., July 15, 1946, and January 2, 1947. 
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for every 100 workers hired by those plants.” While these data are 
probably much higher than the average for Soviet industry, the | 
seriousness of the turnover problem is suggested by the decision of the 
All-Union Central Committee of Trade Unions last summer requiring 
local union organs to renew vigorous enforcement of labor registration 
regulations first imposed in 1938 to minimize worker shifts from plant 
to plant. This registration control, effectuated through labor books, 
broke down during the war and demobilization years. That a very large 
number of workers did not have labor books at all is shown by the fact 
that last summer such unregistered workers aggregated 200,000 in iron 
and steel plants alone.” 

Three million workers were added to the Soviet labor force in 1946 ' 
as the result of reduction in the armed forces. Four large-scale demobi- 
lizations took place in 1945 and 1946. Demobilization was not rapid 
enough during the early part of the postwar period to solve the Soviet 
labor problem. It is most significant, therefore, that the fourth and most 
recent demobilization last fall was reported to be the largest in terms 
of the number discharged.** 

Seven hundred thousand production workers were gained by 
the vigorous campaign waged to reduce administrative and clerical 
staffs so that additional labor may be shifted to actual productive work. 
Both propaganda and direct administrative action have been used to 
facilitate this shift of occupations.” In the Ukraine, and perhaps in 
other areas too, collective farm workers have been shifted temporarily 
to mine and construction work, but it is dubious that this can be a 
major source of year-round additional labor until farm machinery is 
much more abundant on Soviet farms than at present. 

In addition to the over-all labor shortage, the postwar Soviet econ- 
omy has been particularly harassed by the lack of skilled workers and 
specialists. In part, this has been an absolute shortage resulting from 
the losses of skilled workers during the war and in part the U.S.S.R. 
has been hampered by poor geographic distribution and less than full 
utilization of the supply of skilled workers and specialists. To increase 
the supply of skilled workers for the future, the System of State Labor 
Reserves, originally set up as an emergency defense measure in 1940, 
has been made permanent. During 1946 two large drafts were made of 


8 Loc. cit. 

3 Pravda, July 27, 1946. 

3 Ibid., January 21, 1947, and Krasnaya Zvezda, November 13, 1946. 

= Trud, October 22, 1946. 

“Cf. Drew Middleton’s dispatches in the New York Times during September, 1946, and 
Pravda, November 25, 1946. 
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young people conscripted or volunteering to take vocational training. 
The number entering these schools in 1946 was undoubtedly well over 
500,000. Much less important numerically, but giving some help im- 
mediately, has been the Soviet importation of skilled German workers 
to assist in overcoming the lack of trained Russian specialists.” 

In order to utilize the available supply of skilled workers and 
specialists more productively, the Soviet government has sought to 
reallocate these workers both functionally and geographically. Initially 
it initiated a wide campaign to get these trained personnel out of ad- 
ministrative and office positions into actual productive work in the 
mines, fields, and factories.“ In addition, a resolution adopted recently 
by the Central Committee of the Communist Party demands shifts of 
specialists from the central areas of the U.S.S.R. to the eastern indus- 
trial regions where they are badly needed.** No doubt early action will be 
taken to effectuate this resolution. 

The Soviet government has taken a number of important steps de- 
signed to increase worker productivity by improving labor conditions 
and linking increased productivity with increased remuneration. A de- 
cree last August raised wages 20 per cent for workers in key industries 
of the Urals, Siberia, and the Far East, and also appropriated large 
funds to build additional housing in these areas.“ Soviet domestic 
propaganda has Jaid great stress upon socialist competition between 
plants and industries, and the examples of highly productive Stakhano- 
vite workers have been put before the Soviet people for emulation. The 
efforts to increase housing construction and consumers goods output are 
probably also motivated by a desire to reduce worker discontent and 
heighten morale as a preliminary to increased productivity. The Direc- 
tor’s Fund—a portion of each plant’s profit which is made available to 
the director for distribution in the form of bonuses and improvement 
of worker living conditions—has been reinstated after a lapse during 
the war years.” This is undoubtedly intended to increase worker in- 
terest in reduced costs and increased profits, both attainable through 
higher productivity. As reconversion progresses and more of the neces- 
sities of life become available to the Soviet people it is quite likely that 
productivity will rise, but to date the measures taken have not yet re- 

t Moscow News, May 22, 1946, and New York Times, November 12, 1946. It should also 
be noted that energetic steps are being taken to improve the training given in these schools 
which has often been inadequate in the past. Late last year it was noted that 40% of the 
teachers and 20% of the directors of these schools did not have adequate training. Pravat 
November 15, 1946. 

“New York Herold- Tribune, November 28, 1946. 

° Cf., for example, Sotsialisticheskoye Zemledeliye, December 8, 1946. 

s “ Pravda, December 27, 1946. 

* Ibid., August 27, 1946. The official reason given for this move was the necessity of 


compensating these workers for the rigors of the eastern climate. 
* Planovoye Khozyaistvo, No. 3, 1946, p. 11. 
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sulted in sufficiently raising output per worker to meet current needs. 

Although there is no space here to treat the subject adequately, it 
should be noted that difficulties in Soviet agriculture during 1946, par- 
ticularly crop failures resulting from drought, also played a significant 
role in throwing the Soviet economy behind original schedules. The 
drought was given as the official explanation for the nonfulfillment of 
original plans to end bread and cereal rationing during 1946. 

It is clear from the above review that the reconversion period has 
been both a productive and difficult time for the Soviet economy. As a 
result of last year’s drought and slower than anticipated growth of 
production in some areas of the economy, the burden borne by the 
Soviet people since before the war has been lightened but little. Never- 
theless there seems little reason to expect fundamental changes in the 
objectives of Soviet economic development, though, as has already 
occurred, the pace may be slowed to meet particular exigencies. 
Zhdanov’s speech of November 7, 1946, warned the Soviet people of 
the sacrifices they must expect to make to achieve the state’s program. 
So long as the present regime retains political power, those sacrifices 
will be made. 


RUSSIA AND THE INTERNATIONAL TRADE ORGANIZATION 


By ALEXANDER GERSCHENKRON 
Board of Governors of the Federal Reserve System 


The main purpose of this paper is to discuss those provisions of the 
International Trade Organization charter? which have relevance to 
Russia. In addition something will be said about certain broad problems 
of Russia’s foreign economic development in their relation to the I.T.O. 
It cannot be gainsaid that, at this writing, the probability of Russia’s 
early adherence to the I.T.0. does not appear too great. Russia has 
failed so far to join the International Monetary Fund and the Inter- 
national Bank for Reconstruction and Development. Even more signi- 
ficantly, it has refused to take part in the preliminary work for the 
I.T.0. The Preparatory Committee of the International Conference 
on Trade and Employment met in London in October-November, 1946, 
with Russia invited but absent. This is hardly encouraging. Neverthe- 
less, I submit, the problem of Russia’s reintegration into the world 
economy is of such a stupendous moment that a discussion of the 
charter on the assumption of Russian membership seems justified even 
in default of current urgency. 


T The Prahlem. 


The guiding principle of the charter is familiar: expansion of inter- 
national trade on a nondiscriminatory basis. Familiar also is the pro- 
posed implementation: reduction of tariffs, and proscription of, or at 
least severe limitation on, the application of quantitative trade con- 
trols such as quotas, licenses, exchange controls. Should tariffs once 
more become the paramount form of regulation in international trade, 
and should these tariffs be substantially lowered, then not only would 
the degree of protectionism be diminished, but also the most-favored- 
nation treatment would be reinstated in its old role as an instrument 
of generalization of such tariff reductions as are granted. This outcome, 
however, as is fully realized by the authors of the charter, would be im- 
paired and impeded to the extent that private monopolistic organiza- 
tions or state-trading monopolies were permitted to restrict trade and 
to conduct it on a discriminatory basis. The question of private monopo- 
lies is only very indirectly related to the subject matter of this paper. 
Regarding state trading, it is only with reference to Russia that the 
problem is to be examined. 

1In the following the provisions of the charter are quoted in the form in which they were 
agreed upon in London, with the exception of those provisions on which no agreement has 


been yet reached. These are quoted according to Suggested Charter for an International 
Organization of the United Nations (Department of State), September, 1946. 
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In the terminology of the charter, Russia has a “complete monopoly 
of foreign trade.” There was indeed a period in the history of the 
Soviet foreign trade monopoly when it showed some loopholes; there 
was even a moment when the abolition of the system was vigorously 
discussed in the ruling circles. But this was more than two decades ago. _ 
The government now buys and sells everything that enters or leaves the 
country, and it does so, within a range of flexibility, in accordance with 
a general economic plan. The foreign trade monopoly is an integral 
part of the planned economy of the country. In this form the monopoly 
existed during the thirties, and it is in this form that it doubtless exists 
today and will continue to exist during the foreseeable future. This, has 
an important implication. No one can in good sense suggest the aboli- 
tion of the Russian foreign trade monopoly; this would be tantamount 
to suggesting an abandonment by the Russians of their type of cen- 
tralized planned economy. If Russian membership in the I.T.O. is 
desirable, the foreign trade monopoly must be taken for granted. The 
problem is to explore the possibilities for creation of an institutional 
framework within which the policies of the foreign trade monopoly would 
be consonant with the guiding principles of the charter. ‘These policies 
should be such as to guarantee an expansion of Russian trade and 
elimination, or at least reduction to a minimum, of discrimination in 
that trade. In other words, the effect in Russia should be the same as 
that of tariff reductions plus most-favored-nation treatment in other 
countries. For a better understanding of the problem it may be useful 
to review briefly the nature of the commercial agreements concluded 
during the interwar period between Russia and certain other countries. - 


TI. Past Experience 


It is fair to say that the first commercial treaties concluded by 
Russia upon her reappearance in international markets in the twenties 
differed little from conventional pre-1914 agreements. The Russo- 
Italian treaty of 1924 is a case in point. In this treaty both parties ac- 
corded most-favored-nation treatment with respect to tariff duties. 
Clearly, Russian exports benefited from this and similar arrangements. 
Difficulties arose, however, in connection with other countries’ exports 
to Russia. This calls for a word on the Russian tariff system. 

Despite the existence of the foreign trade monopoly, Russia has a 
system of tariff duties. The Soviet tariff was first introduced in 1922, 
at which time it was based upon the rather complex pattern of the pre- 
1914 tariff, although with some modifications. This tariff was amended 
in 1924 and 1927, and then replaced, in 1930, by a greatly simplified 
tariff which was more in line with the general economic system of the 
country. The Soviet tariff was not without real function. During the 
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years prior to about 1927, while the foreign trade monopoly under the 
N.E.P. was somewhat less watertight, the tariff had some minor pro- 
tectionist effects. These, however, became negligible with the beginning 
of the five-year plan period. Thereafter, although to a diminishing ex- 
tent, the tariffs served a purpose in the government accounting system 
by providing a simple instrument for transferring to the treasury ex- 
cessive profits of the government import organizations. Beyond that 
the existence of the Russian tariff system provided the Russian govern- 


ment with a convenient and innocuous quid pro quo for use in its nego- 


tiations of commercial agreements with foreign countries. The privilege 
of being accorded most-favored-nation treatment by Russia may have 
preserved at least some vestiges of its traditional significance in the 
early twenties, as long as Russian co-operative organizations remained 
active in foreign markets and, presumably, took into account the 
magnitude of the tariff duty when placing their orders abroad. There- 
after, even this slight significance disappeared. 

In general, by the end of the decade it was widely iincletatoos that 
since tariff duties in Russia are paid by the government to the govern- 
ment, a reduction in tariffs by Russia (and by the same token, the most- 
favored-nation treatment when granted by Russia) was of little value. 
Russian tariff reductions did not necessarily increase the other coun- 
try’s exports to Russia. Nor did the most-favored-nation treatment 
provide any guarantee that Russia would not discriminate against the 
country in question. Discrimination in this context was generally, al- 
though seldom explicitly, understood to mean that, despite accordance 
of most-favored-nation treatment, Russian purchasing organizations 
might be influenced by considerations other than those which would 
have guided an individual trader operating within the framework of 
the plan but otherwise without restraint. Most-favored-nation treat- 
ment and the concept of nondiscrimination based on this treatment 
became meaningless without the independent “economic man” whose 
actions were considered nondiscriminatory by definition. 

As a result, a new provision began to appear in trade agreements with 
Russia. Russian assurance of most-favored-nation treatment meant 
little. On the other hand, Russia could give what only a state-trading 
country had to offer. In exchange for tariff reduction and most-favored- 
nation treatment, it could undertake to purchase from the other country 
goods to a specified amount within a specified period of time. This ar- 
rangement was incorporated in a number of Russia’s commercial*agree- 
ments, including the series of trade agreements concluded between the 
United States and Russia after 1935. No most-favored-nation treat- 
ment for American goods was asked of Russia. In 1935 and 1936, 
Russia simply undertook to increase substantially the amount of pur- 
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chases in the United States, and, specifically, to buy American goods 
to the value of at least 30 million dollars a year; from 1937 to 1940, 
this amount was raised to 40 million dollars a year. 

This form of agreement was at least well defined. A country which 
granted tariff reductions and most-favored-nation treatment to Russia 
under such an arrangement had exact knowledge of the quid pro quo. 
It was able to expect with confidence that the agreement would lead to 
an increase in its trade with Russia. It should be noted, however, that 
while expansion of trade was assured, the problem of nondiscrimination 
was evaded. In fact, a potentially discriminatory practice was recog- 
nized. 

The country concluding an agreement with Russia may be highly 
satisfied with the quantitative stipulation; it may feel that it is not 
discriminated against. But there is no assurance either that the arrange- 
ment does not discriminate against other countries, or that the agree- 
ment country itself is not discriminated against. Discrimination against 
third countries will result if the obligation to buy in a certain market 
cannot be discharged except by buying goods which can be more ad- 
vantageously had elsewhere. Discrimination against the agreement 
country may occur, despite the minimum purchasing commitment, if 
the commitment covers a smaller volume of purchases than would have 
been made on the basis of placing all orders in the most advantageous 
market. i 

The minimum purchasing commitment may, of course, have been 
determined on the basis of placing orders in the most advantageous 
market. In some measure it undoubtedly was so determined. But the 
existence of other factors must be noted. The size of the purchasing 
commitment is the result of a bargaining process. In this process the 
magnitude of Russian exports to the country in question plays a con- 
siderable role. If the country negotiating such a commitment is a large 
natural market for Russia’s goods, its chances to press for a larger 
commitment are better than those of a country which has little interest 
in Russian export commodities. If it succeeds, therefore, in increasing 
the Russian purchasing commitment, such an increase may well be to 
the detriment of markets in other countries. The threat of the negotiat- 
ing country to reduce imports from Russia (if these are products which 
the Russians would find it difficult to sell elsewhere) may induce the 
latter to agree to an unduly high commitment. The danger of discrimi- 
natory bilateralism in such agreements is obvious. 

On the other hand, there is the equally obvious contingency that 
Russia’s motivations may include political considerations. This is a 
general problem inherent in the Russian system of foreign trade. As is 
admitted in Russian literature, the record shows a number of cases in 
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which the Russians reduced their purchases from certain countries for 
political reasons. Russo-English ‘commercial relations of the interwar 
period provide two examples, one in 1927 and the other in 1931. One 
of the purposes of a quantitative purchasing commitment was precisely 
to limit Russia’s freedom in this respect. There was no guarantee, how- 
ever, that a country obtaining such an arrangement was completely 
successful in eliminating political considerations: that the commitment 
agreed upon was not unduly large or unduly small precisely as a result 
of political considerations. 

The foregoing is not intended as a stricture of the solutions which 
were attempted in the very difficult situation of the thirties, and which, 
it may be added, worked reasonably well. The purpose rather is to in- 
dicate how the problem which now confronts the I.T.O. charter on a 
comprehensive multilateral basis was faced in the past within the 
framework of bilateral agreements. Neither the question of dumping 
nor the question of monopolistic operation in the economic sense of 
the word has yet been touched upon because past experience in this 
respect is not very illuminating. I shall return to those questions 
briefly, however, after a discussion of the provisions of the I.T.O. 
charter. 


III. The Provisions of the Charter 


The provisions of the charter, as they emerged from the recent dis- 
cussions in London, are still preliminary and subject to further amend- 
ments. They were submitted to the public twice before, first in the 
“Proposals for Expansion of World Trade and Employment” in No- 
vember, 1945, and then in the “Suggested Charter” of September, 
1946. The stipulations which have direct relevance to Soviet Russia 
are contained in Section E, Articles 31 and 33 of the charter. Article 31 
bears the stamp of approval by the experts in London, except for the 
bracketed phrases; Article 33 is still in the form in which it was pub- 
lished in the “Suggested Charter.” The text of the two articles follows: 


Nondiscriminatory Administration of State-Trading Enterprise (Article 31) R 

1. If any member establishes or maintains a state enterprise, wherever located, which 
imports, exports, purchases, sells, or distributes any product, or if any member grants ex- 
clusive or special privileges, formally or in effect, to any enterprise to import, export, 
purchase, sell [distribute, or produce] any product, [and exercises effective control over the 
trading operations of such enterprise] the commerce of the other members shall be accorded 
treatment no less favourable than that accorded to the commerce of any country ather 
than that in which the enterprise is located in respect of the purchase or sale by such 
enterprises of any product. To this end such enterprise shall, in making its external pur- 
chases or sales of any product, be influenced solely by commercial considerations, such as 
price, quality, marketability, transportation, and other terms of purchase or sale, and also 
differential customs treatment. The member maintaining such state enterprise, or granting 
exclusive or special privileges to an enterprise shall make available such information as may 
be appropriate in connection with the consultation provided for in Article 35. 

2. The foregoing provisions of this Article relate to purchases by state enterprises for 
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resale. With respect to purchases by state enterprises for governmental use and not for re- 
sale, members agree to accord to the commerce of other members fair and equitable treat- 
ment having full regard to all relevant circumstances, ‘ 

3. For the purposes of this Article, a state enterprise shall be understood to be any 
enterprise over whose operations a member government exercises effective control. 


Expansion of Trade by Complete State Monopolies of Import Trade (Article 33) 

Any member establishing or maintaining a complete or substantially complete monopoly 
of its import trade shall promote the expansion of its foreign trade with the other members 
in consénance with the purposes of this charter. To this end such member shall negotiate 
with the other members an arrangement under which, in conjunction with the granting of 
tariff concessions by such other members, and in consideration of the other benefits of this 
chapter, it shall undertake to import in the aggregate over a period products of the other 
members valued at not less than an amount to be agreed upon. This purchase arrangement 
shall be subject to periodic adjustment. 

At this point a general remark may be in order. In the following 
paragraphs some criticism will be offered both of the wording of the 
articles and of the main principles. The internal consistency of the 
provisions will be examined and the degree to which they are open 
to evasion will be indicated. This, however, should not be taken as a 
suggestion that Russia will practice such evasion or, even less, that her 
basic interests are necessarily at variance with the basic idea of the 
charter. The writer has emphasized elsewhere’ the importance of multi- 
lateralism in Russia’s trade of the interwar period and tends to believe 
that multilateralism will be important for Russia in the future. But 
he also believes that an institutional framework as free as possible of 
ambiguous and equivocal provisions will help to prevent or at least to 
minimize frictions and to diminish the seriousness of disputes, and thus 
to facilitate the task of the I.T.O. in the field of state trading. 

The text of the articles, as quoted above, shows that the charter 
encompasses two main ideas with regard to Soviet trade: (1):The 
Russians should undertake to conduct their trade exclusively on the 
basis of commercial considerations. (2) They should commit’ them- 
selves periodically to a certain minimum amount of total imports, a so- 
called “global purchasing quota,” to be filled over a specified period of 
time. The latter provision is intended to bring about an increase in 
the volume of Russia’s imports and indirectly in that of Russia’s ex- 
ports, while the purpose of the former is to assure the nondiscriminatory 
character of this trade. Whatever critical comments may be made con- 
cerning these provisions, there is no doubt that their authors saw the 
twofold nature of the problem correctly and aimed at a symmetrical 
solution, The charter purports to provide a double quid pro quo on 
Russia’s part for the benefits which Russia will derive from the reduc- 
tion of trade barriers and assurances of nondiscrimination by other 
countries in accordance with the provisions of the charter. 

The present wording of the charter contains some improvements 


2 Alexander Gerschenkron, Economic Relations with the USSR (New York, 1945). 
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over the original text of the “Proposals: for Expansion of World Trade 
and Employment” ‘which -was published a year earlier. The laconic 
counterpart in the “Proposals” of the present Article 31, which con- 
tained no more than a bare statement of principle, has been consider- 
ably expanded. In particular, the words “state enterprise” have been 
substituted for “state-trading enterprise.” The advantage of the new 
terminology is obvious. The old phrase, for example, did not necessarily 
include industrial enterprises in which foreign trade:transactions were 
incidental to their main function. The change has significance for 
Russia in view of the fact that Russian industrial enterprises occa- 
sionally appear as buyers or sellers in foreign markets. In addition, a 
definition of the concept of “state trading” has been added. This is 


also to be welcomed, although the definition, resting as it does. on - 


“effective control,” is perhaps inevitably vague. It might be preferable 
to have the definition extended to cover both participation and control. 
The relevance of these considerations to Russia may be not entirely 
obvious, as it may be assumed that any Russian enterprise is a state 
enterprise by any definition. It should be remembered, however, that 
Russia’s participation in, or control over, private enterprises outside 
Russia may raise problems of definition. In this connection, the modi- 
fication of “state enterprise” by the words “wherever located” should 
bo montionod. Apart from being pertinent to the case just referred tn, 
the phrase makes the principle of nondiscrimination, as defined in the 
charter, clearly applicable to Russian enterprises abroad which are 
established under the laws of the country where situated, and in par- 
ticular to such institutions as the joint companies which Russia has 
introduced in some countries in Eastern Europe. 

This, however, raises a serious problem of consistency. The article 
stipulates that if a member maintains a state. enterprise, “wherever 
located,” “the commerce of the other members shall be accorded 
treatment no less favorable than that accorded to the commerce of any 
country other than that in which the enterprise is located in respect of 
purchases and sales by such enterprise of any product.” What was in- 
tended by the words “country other than that in which the enterprise 
is located” is clear. Purchases and sales of a state-trading enterprise 


within the home country should be exempt from the provisions of the ` 


charter, so that, for instance, a state enterprise in Russia should not be 
bound to buy goods from abroad even if these may be had on better 
terms than in domestic markets. This is a realistic provision insofar as 


Russia is concerned. If, however, the Russian enterprise is located not. 


in Russia but outside of Russia, the phrase “country other than that 
in which the enterprise is located” acquires a new meaning. To give an 
example: the Amtorg Trading Corporation in New York, established 
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under the laws of that state, in dealing with, say, Mexico and Brazil 
would indeed not be allowed to accord the Mexicans more favorable 
treatment than that accorded to. the Brazilians or vice versa. But 
Amtorg would be allowed, under the existing phraseology, to accord 
United ‘States firms treatment less favorable than that accorded to 
Mexico, Brazil, or any other third country. 

There is another and far more serious implication. The main function 
of Amtorg is to. buy and sell in the United States just as the main 
function of Arcos, Ltd., is to buy and sell in England. The present 
wording, which unties the hands of Amtorg in the United States and 
those of Arcos in England, would mean that Arcos would be allowed to 
buy goods in England even though it might be more profitable for Am- 
torg to buy the same goods in the United States, or vice versa. In other 
words, the text as it stands now would dissolve the Russian foreign 
trade monopoly fictitiously into a number of independent enterprises, 
and would fail to secure commitments to a co-ordinated policy of non- 
discrimination. All this was hardly intended. It would seem desirable, 
therefore, to rephrase the clause “country other than that in which the 
enterprise is located” in such a way as to make it clear that the dis- 
pensation from the provisions of the charter refers only to transactions 
among enterprises locatéd within the territory of the state-trading 
member. 

Somewhat puzzling is another dispensation which was added in 
London and was absent from the previous drafts (Article 31:2). It 
will be recalled that purchases by state enterprises for governmental 
use and not for resale are not subject to the principle of commer- _ 
cial considerations. For such transactions there was introduced the ex- 
tremely vague rule of “fair and equitable treatment” for the commerce 
of other members. It is perhaps the weakness of Article 31 that its 
scope is extended so far as to cover all forms of state trading. For it 
seems that the authors of this provision did not have in mind conditions 
characteristic of a centralized planned economy with a complete state- 
trading monopoly. As far as Russia is concerned, the usual procedure 
is for a government import organization to buy abroad and resell to a 
government industrial enterprise. The text of the provision speaks of 
` “purchases for governmental use and not for resale.” But in Russia the 
most frequent case is the one of resale for governmental use. The writer 
is ready to assume that the exception in question is not meant to apply 
to Russian purchases for use within the planned economy, and that the 
principle of commercial considerations is intended to apply to those 
purchases. The text, however, should be changed so as to make this 
sufficiently clear. 

Finally, attention may be called to the fact that a step has been made 
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toward implementation of the nondiscrimination pledge by establishing 
the obligation of the state-trading country to furnish, in response to 
representations of injury, “such information as may be appropriate in 
- connection with the consultation” provided for in Article 35 of the 
charter. It should be noted, however; that this provision has been con- 
siderably diluted in London, as the language of the “Suggested Charter” 
was much more straightforward. In the earlier form the reference was 
to the obligation “to provide such specific and detailed information as 
will make possible a determination as to whether the operations of the 
enterprise are being conducted in accordance with the requirements 
of this paragraph.” There will be another opportunity to touch on this 
point. 

In general it may -be concluded that the state-trading provisions of 
the charter in their present form, while containing a number of im- 
provements, are still in need of amendment if they are to give adequate 
expression to the underlying principles. The principles themselves, 
however, call for further scrutiny, which in turn may suggest further 
amendments. 


IV. The Principle of Commercial Considerations 


The principle of commercial considerations as stated in Article 31 
raises questions as to its (1) consistency and clarity, and (2) its prac- 
ticability. 

1. The present charter proceeds in such a way as to lay down first 
the general principle of nondiscrimination, in the form of assurance of 
treatment no less favorable than that granted any other country, and 
then to clarify the concept by reference to the principle of commercial 
considerations. In fact, the latter is presented as an implementation of 
the former in such a way that a country conforming with the principle 
„of commercial considerations must be presumed to fulfill the general 
pledge of nondiscrimination. The tacit assumption of the charter is that 
the two principles are at all times mutually consistent. Yet, as Pro- 
fessor Viner has pointed out,* the principle of commercial considera- 
tions must be presumed to permit discriminating monopolistic and 
monopsonistic practices; and a state-trading country which abstains 
from such practices when in a position to use them would, in fact, vio- 
late the principle of commercial considerations and forego selling or 
buying, as the case may be, in the most advantageous market. If the 
general pledge to abstain from discrimination is meant to proscribe 
also this specific form of monopolistic discrimination, the two principles 
are mutually inconsistent, and it may be impossible to observe both of 


* Jacob Viner, Trade Relations between Free Market and Controlled Economies (League 
of Nations, 1943), p. 77, 


t 
THE ECONOMY OF THE U.S.S.R. 633 


them. The answer would hinge on the interpretation of what is to be 
regarded as “treatment no less favorable” within the meaning of the 
charter. In the past, most-favored-nation treatment granted by a non- 
state-trading country was considered as a government’s sufficient guar- 
antee of nondiscrimination, even though there might have been in that 
country a number of cartels which practiced monopolistic discrimina- 
tion in foreign markets. The fact that in Russia the signatory of an 
international agreement and the trader have become identical should 
not per se constitute a difference, since it is not intended to penalize 
. Russia on account of her trading system. It may be inferred, however, 
from the inclusion in the charter of a section on “restrictive business 
practices,” that the charter aims at a greater restriction upon discrimi- 
nation than was previously achieved by most-favored-nation treatment. 
If this is the case, and the phrase “treatment no less favorable” in 
Article 31 is to be interpreted accordingly, then the charter should dis- 
tinguish between acceptable and objectionable commercial principles. 
It may be added here, however, that the practical significance of this 
aspect of the problem should not be exaggerated. The fact that Russia 
has a monopoly of foreign trade does not mean in itself that Russia has 
monopolistic positions in world markets, either as a buyer or a seller. 
Russian exports, as a rule, appear on world markets in competition with 
exports from other countries. Russia may indeed establish monopolistic 
positions through memberships in international cartels, and past ex- 
perience seems to show that Russia did not shun such arrangements for 
the sake of principle. This is, however, essentially a problem of how 
to curb restrictive business practices rather than one of state trading. 
Nor did Russia in the past enjoy monopsonistic positions with regard to 
her imports. It is true that in the early thirties, when the great de- 
pression coincided with the period of the First Five-Year Plan, Russia 
bought considerable proportions of certain countries’ exports of indi- 
vidual commodities. Thus, in 1931, she took about 90 per cent of the 
world’s exports of tractors, and 55 per cent of all machine tools ex- 
ported from the United States. In 1932, she took 81 per cent and 74 
per cent of all machine tools exported from Germany and England, 
respectively. This, however, did not at that time imply a very strong 
bargaining position on the part of Russia, as her needs for these im- 
ports were very pressing. Similar situations are conceivable, and it is 
quite possible that in conditions of a general depression Russia may 
well attempt to take advantage of the low elasticity of the short-term 
supply curves of her trading partners. There may be, indeed, situations 
where a considerable portion of the producing plant in a country ex- 
porting to Russia has been adjusted to Russia’s demands and the threat 
to stop purchases may, in the short run, yield favorable commercial 
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terms to Russia. Extraction of the benefits which might result from such 
a situation would be in accordance with the principles of commercial 
considerations as phrased in the charter. Ruthless exploitation of such 
possibilities, however, would make supplying firms wary in their normal 
contracts with Russia and might cost the Russians more in the long 
run than they would stand to gain. Finally, a policy of monopsonistic 
discrimination could not be very effectively applied by Russia as long 
as connections between the markets of high elasticity of supply and 
those of low elasticity of supply have not been severed. In general, 
much will depend on world economic stability. If ruinous depressions 
can be successfully avoided, the attraction which might be exercised 
by trade with a steadily expanding Russian economy will be diminished. 
Under conditions of general prosperity shifting to new trade channels 
is relatively easy and domination of a country’s international trade by 
a single buyer rendered difficult. 

To return to the interpretation of the principle of commercial con- 
siderations, it may be noted that it is uncertain to what extent it in- 
cludes bulk buying. It may be recalled that some time ago the question 
whether the principle of commercial considerations is intended to cover 
government bulk buying was raised in the House of Lords and some 
apprehensions were expressed lest the principle be interpreted in an 
unduly restrictive manner.’ It is easy to construe the principle in such 
a way as to permit bulk buying. It would be difficult even with reference 
to a partial state-trading country to work out appropriate coefficients 
which would make the advantages of bulk buying commensurate with 
price advantages. It will no doubt be still more difficult to apply such 
formulae to complete state-trading countries. 

The foregoing also provides some illustration for the fact that for a 
state-trading country commercial considerations proper tend to merge 
with general economic considerations. Concern with the continuity of 
supply and demand may, perhaps, legitimately be regarded as a com- 
mercial consideration. However, in a state-trading country there may be 
only one step from mutual bulk buying deals to bilateral payments 
agreements. The individual trader in a nonstate-trading country must 
arrange for financing of imports either from his own or from borrowed 
resources, but is normally not concerned with the effect of his trans- 
actions on the aggregate foreign exchange position of his country. But 
for a state-trading government, which must regard the individual 
transaction as a part of the totality of its foreign economic relations, 
concern for the wherewithal for each individual purchase cannot be 
separated from concern for the national supply of foreign exchange. 
Thus a state-trading country which concludes a bilateral payments 

* Parliamentary Debates, House of Lords, Official Report, Vol. 138, No. 40, p. 731. 


THE ECONOMY OF THE U.S.S.R. a 635° 


agreement may still argue that it is acting on the basis of commercial 
considerations, although this involves the specific discrimination of 
bilateralism, and is compatible neither with the spirit of the charter 
nor with the general pledge not to accord any member a treatment less 
favorable than that accorded any other country. While it is true that 
under the charter a nonstate-trading country could not become a party 
to bilateral payment agreements, the principle of commercial considera- 
tions would not necessarily exclude such deals between two state-trad- 
ing countries. It seems, therefore, that it may be advisable to include 
in the charter an explicit proscription of bilateralism for countries with 
a complete monopoly of foreign trade. 

2. Some reference to the practicability of the principle of commercial 
considerations was made at the end of the preceding paragraph. In fact, 
all inconsistencies of interpretation attached to the principle have a 
bearing on the question of its practical implementation, inasmuch as 
they tend to render such implementation more difficult. But even if the 
principle of commercial considerations were completely unambiguous, 
there would still remain the question of its practical applicability. It 
is one thing to state an obligation, it is another to establish the fact 
that it has been breached, and still another to secure its enforcement. 
Let us take a very simplified example and assume that the principle of 
commercial considerations implies nothing more than the straight 
obligation to buy in the cheapest market. Prices for the most important 
goods entcring into Russian imports are not determined on commodity 
exchanges but are set in the process of bargaining between the buyer 
and the seller. The initial price offered by a firm in country A to a state- 
trading country may be higher than the price agreed upon after nego- 
tiations in country B, but lower than the price which the firm in country 
A would have been willing to concede ultimately. Yet the state-trading 
country would be able in this case to furnish documentary evidence that 
it had bought in the cheaper market. This is not to cast aspersion on 
the good faith of any country, but rather to point out the extent to - 
which good faith will have to be relied upon. Obviously, this reliance 
will be the greater, the larger the number of factors recognized as com- 
mercial considerations. 

The distinction between commercial and political considerations is 
rather unequivocal as a general proposition. To swap an air base for 
commercial advantages would not be permissible. On this, the charter 
is very clear. But unless it should be possible to establish all the perti- 
nent facts in individual cases of alleged “commercial” motivation the 
practical value of the distinction will be limited. 

_ In this connection it may be recalled that the charter carries a 
stipulation that, in case of complaints by other countries, appropriate 
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_ İnformation ‘shall be provided by the state-trading country. This is an 
indispensable part of any arrangement for practical implementation of 
. the charter. Yet the provision in its present form may require both too’ 
little and too much. It may require too little because it may well be 
necessary, at least in some cases, to go beyond mere supply of informa- ` 
tion and establish more active supervisory functions fur the I.T.O. It 
may require too much because in its present form it does not take into 
account the need for commercial secrecy, It is clear that, even though 
acting in completely good faith, state-trading countries will be reluc- 
tant to divulge their sources of supply, ‘customers, and ternis of trans- 
actions unless guarantees of confidential treatment for this information 
‘are given by the Organization. It may be considered a deficiency of the 
charter that it fails to stipulate that the Organization alone should 
receive the information and no one except authorized officials of the 
Organization should have access to it. Incidentally, the question of 
commercial secrecy well reveals the general difficulties inherent in an 
institutional framework designed to eliminate discrimination in eco- 
nomic relations with state-trading countries. If an enterprise in a state- 
- trading country were forced to disclose information on its individual 
transactions, it would find itself placed on a less favorable basis than an 
enterprise in a free or “mixed” economy. On the other hand, if no such 
information were made available, the principle nf nondiscrimination 
would be stultified. Obviously some compromise is nécessary, and a 
guarantee of secrecy to the state-trading country might constitute an 
acceptable solution." 


\ 


V. The Principle of a: Global Purchasing dana 


Article 33° of the charter gives no indication as to how the size of . 
the global purchasing arrangement is to be fixed. Since it would be 
difficult indeed to find workable general criteria for determination of 
the quota, it must be assumed that such determination will be left 
entirely to, bargaining between the state-trading country on the one, 
hand and the rest of the world on the other. This raises some questions 
as to the prospective relative bargaining positions. The charter provi- 
sion must be taken to mean that the rest of the membership will at- 


€ Article:26, which deals with “Restrictions to Safeguard the Balance of Payments” and 
establishes the Organization’s procedure for dealing with such restrictions, provides tenta- 
-tively that a partial state-trading monopoly need not “disclose information which would 
hamper the commercial operations of such a state-trading organization.” This provision is 
tentatively placed in the Article cited because the Preparatory Committee in London con- ` 
templated that a similar provision referring to all types of state-trading might later be 
inserted in the text of the state-trading articles. This would be a step in the wrong direction. 
The ae is not to restrict supply of information, but to protect the information 
receive 
“Text not agreed upon in London. 
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tempt to make the granting of tariff and other benefits dependent on 
the conclusion of an agreement on the size of the quota for a specified 
period. In this connection portions of Section G of the charter, which 
- covers relations with nonmembers, may be pertinent. 


No member shall be a party to any agreement or other arrangement with any non- 
member under which such nonmember shall be contractually entitled to any of the benefits 
under this charter. (Article 36:2) 

With regard to countries which, although eligible for membership, have not become 
members or have withdrawn from the Organization, no member shall, except with the 
concurrence of the Organization, apply to the trade of such countries the tariff reductions 
effected by such Members pursuant to Article 24. (Article 36:3)" 


This apparently means that the state-trading country could not, 
prior to joining the I.T.O., conclude a number of important bilateral 
agreements in which tariff concessions and assurance of most-favored- 
nation treatment were exchanged for minimum purchasing commit- 
ments. If this were possible, the state-trading country might be able 
to strengthen its bargaining position somewhat before seeking member- 
ship. Since this is not the case, determination of a global quota for the 
first time might indeed lead to establishment of a somewhat larger 
commitment than would otherwise be agreed upon.® But the global 
quota would have to be adjusted periodically, and it seems quite un- 
likely that such an arrangement would be set for a period longer than 
one year. There is nothing in the charter to suggest that at the end 
of the period the state-trading country would forfeit all the benefits of 
the charter, including tariff concessions and most-favored-nation treat- 
ment pending agreement on a new quota. Its bargaining position in 
subsequent negotiations would accordingly be materially strengthened. 

Whatever the precise size of the resulting global quota, it is difficult 
to escape the feeling that there is a certain lack of commensurability 
between the purpose and the instrument. The main purpose of the 
global quota provision is to lead Russia away from the path of autarchy, 
or of what in Russian parlance is called the “technical-economic in-, 
dependence of the country.” Russia’s foreign trade after the years of 
the First Five-Year Plan diminished greatly, both absolutely and in 
relation to the volume of world trade, and the gross national output of 
Russia.® There is no indication so far that a revision of these policies 


*Text of Article 36 was not agreed upon in London. 

* The state-trading country might insist, however, that the agreement carry an escape 
clause to parallel the “balance-of-payments-exception” to rules regarding quantitative 
restrictions in nonstate-trading countries (Article 27). 

?In 1936-37 the volume of Russian exports and imports was some 35% and 45% 
respectively below that of the best years of the early thirties. In 1930 Russian exports 
amounted to 3.5% of the gross value of output of industry and agriculture; in 1936 
the corresponding percentage was only .8%. In 1931-32 the turnover of Russia’s foreign 
trade was 2.5% of the world total; in 1938, only 1.2%. D. D. Mishustin, Vneshnyaya 
Torgovlya i Industrializatsiya SSSR (Foreign Trade and Industrialization of the U.S.S.R.) 
(Moscow, 1938), p. 99. 
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and an expansion of foreign trade is contemplated. There is a good deal 
in the current five-year plan which points toward a general continua- 
tion of prewar policies. Autarchic or semiautarchic policies must be 
presumed to be motivated largely by considerations of military security. 
A subsidiary consideration may be fear of economic instability in world 
markets and the consequent repercussions in Russia if a large volume 
of foreign trade is maintained. It should not be argued, however, that 
Russia’s foreign trade policies are unlikely to change at all. On the 
contrary, improvement in international political relations, together 
with expansion and increased stability of the world economy, may in- 
deed diminish Russia’s interest in autarchy and induce her to carry out 
such structural changes in her economy as are required for a substantial 
increase of her foreign trade. But it does seem unduly optimistic to 
hope that questions of such magnitude can be decisively influenced by 
the “direct approach” of a global purchasing commitment. 


VI. Future Development of Russia’s Foreign Trade and the 1.T.0. 


The question of the prospective development of the volume of Rus- 
sia’s foreign trade has a dual relatioriship to the two principles dis- 
cussed in the preceding paragraphs. The purpose of the global purchas- 
ing arrangement is to achieve a maximum expansion of Russia’s trade. 
On the other hand, a large volume of foreign trade may tend to decrease 
the workability of the principle of commercial considerations. If the 
total volume of trade is relatively small, the importance of potential 
discrimination in that trade is greatly reduced. It is quite likely that 
the quantitative arrangements of the thirties worked satisfactorily, 
partly because of the insignificance of the total trade. A huge volume 
of trade makes discrimination worth while from the discriminator’s 
point of view and the supervision of discrimination an extremely 
arduous task. Thus, a sudden and very substantial increase in Russia’s 
foreign trade—that is to say, a successful implementation of the global 
quota provision—might render more difficult the implementation of 
the principle of commercial considerations. 

In connection with the total volume of Russia’s foreign tiade, men- 
tion may be made of the related, although separate, problem of the 
changing composition of Russian exports. There is reason to believe 
that within the foreseeable future the structure of Russian exports 
will undergo substantial change, and the share of industrial exports 
in total exports will increase appreciably at the expense of agricultural 
and raw material exports. Appearance of Russian industrial goods on 
foreign markets would be likely to create some problems, provided that 
exports of individual commodities were on a substantial scale. Pro- 
ducers introducing their products on new markets frequently reduce 
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prices temporarily until the market becomes acquainted with the 
product. Under these circumstances charges of Russian “dumping” 
would be rife; competitive interests would hardly be appeased if in- 
formed that the practice complained of did not fall strictly within the 
concept of dumping as understood in economic theory. 

The charter has very wisely refrained from any attempt to treat the 
specific problem of Russian dumping.*° The conceptual difficulties 
would have proved an insurmountable obstacle to such an expansion of 
the pertinent articles. A meaningful provision would have to be framed 
in terms of underselling rather than dumping and its drafting would 
present an impossible task. Article 17 of the charter, however, is con- 
cerned with limiting the extent of antidumping measures taken by the 
members in order to prevent the charge of dumping from being used 
as a pretext for unduly restrictive measures. Those limits, based on 
price and cost comparisons, are of little practical relevance with regard 
to Russia. But if the charter can very properly dodge the problem, the 
I.T.O., as an operating agency, will not be able to escape it. The task 
of reintegrating state-trading countries into the world economy, which 
the charter has set for the I.T.0., implies that the I.T.O. is committed 
by the spirit of the charter to attempt to minimize such frictions as 
would be created by the growth of such countries’ foreign trade, as 
well as by its changing structure. In other words, it would seem that if 
the appearance of Russian enterprises as sellers on industrial markets 
were to be accompanied by considerable underselling, decried as dump- 
ing, it would devolve on the I.T.O. to press for reasonable compromises 
which would on the one hand help to assimilate Russia’s new exports 
and on the other to limit the impact of these exports on Russia’s com- 
petitors, : 

Finally, the vexed question of what has come to be called the “Rus; 
sian zone of influence” may be touched upon. The emergence of Russia 
as an overwhelming political influence in Eastern Europe, the social 
and economic changes in that area in the wake of the war and the result- 
ing increase in state trading throughout the region, and the special and 
peculiar institutional forms of Russian investment in “joint companies” 
in a number of countries in that area—all these no doubt would create 
special problems for the I.T.O. 

If a number of state-trading satellites were to enter the political 
orbit of a large state-trading country, the difficulty of testing their be- 
havior by the rules of the charter would be substantially increased. Co- 
ordinated buying and selling policies of two or more state-trading 
monopolies and foreign sales and purchases of “joint companies” would 

*The charter’s provision against dumping (Section D, Article 30) is presumably not 
intended to apply to a state-trading country. 
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present a complicated maze to the eye of the I.T.O. observer. Under 
these circumstances the task of distinguishing between political and 
commercial considerations would become very difficult indeed. More- 
over, discrimination might lie further back, i.e., in the planned struc- 
tural changes carried out in the countries concerned, rather than in the 
actual trade conducted on the basis of those changes. The quantitative 
aspect of the problem would be by no means negligible inasmuch as 
imports and exports of Eastern European countries located in the 
Russian zone of influence averaged 10 per cent and 12.5 of Europe’s 
total imports and exports, respectively, during the years 1924-38. 

On the other hand, one should beware of exaggerating these prob- 
lems. It should be recalled that the present draft of the charter leaves 
some room for preferential treatment and there is no reason why state- 
trading countries may not claim similar rights for themselves. In addi- 
tion, it may be pointed out that while Russia’s share in the trade of the 
zone has shown a substantial increase since the war the increase varies 
greatly from country to country. From such statistics as are available, 
it may be concluded that Russia has become predominant in the trade 
of such’ countries as Bulgaria and Poland, but that her share has re- 
mained moderate in the foreign commerce of Finland, and still more 
so in the case of Czechoslovakia. But the trade of the zone countries 
in 1946 was only about 20 to 30 per cent of prewar. To retain her 
present shares in the trade of individual zone countries may require 
a strong additional effort on Russia’s part, and the measure of success 
may vary from nation to nation. To the extent that Russia’s participa- 
tion in the trade of important trading countries of the zone remains on 
a moderate scale, the problems listed in the preceding paragraph may 
be of manageable proportions, so that in the course of its practical 
work the I.T.O. might be able to exert its influence in such a way as 
to eliminate at least the more flagrant cases of discrimination. Should 
the I.T.O. succeed in developing gradually some supervisory functions 
in this field, its chances for reasonable success would be greatly en- 
hanced. 


VII. Concluding Remarks 


Two conclusions can be drawn from the foregoing discussions. First, 
the provisions of the charter, as amended in London, still leave room 
for some improvements both to remove inconsistencies and to make 
the provisions either more complete or better adapted to actual condi- 
tions. These amendments, however, would not alter the basic character 
of the charter. Second, the two main principles which the charter ap- 
plies to state trading constitute neither clear nor easily policeable obli- 
gations. 
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The significance of these critical comments is admittedly limited, 
because they are not accompanied by any alternative solutions. The fact 
that a substantial amount of time and thought has been devoted to the 
problem in recent years without production of any other workable solu- 
tion cannot be overlooked. It suggests strongly that the essence of a 
state-trading monopoly is incompatible with general arrangements 
which in themselves constitute a reasonable guarantee for the attain- 
‘ment of an expanding trade on a nondiscriminatory basis. What then 
is the value of including “Russian” provisions in the charter? The 
pessimist’s answer is, “None!” He rejects Russia’s participation in 
the I.T.O. as unsound and objects to a compact in which there is such 
an obvious discrepancy between the benefits conferred on Russia and 
the commitments undertaken by her. At the other extreme stands the 
optimist who holds “that all the fears of ‘discrimination’ on the part of 
the Soviet trading organizations are but new ‘bogies’ similar to the past 
‘bogies’ of ‘Soviet dumping’ and ‘compulsory labor.’ ”™ While the 
pessimist feels that the state-trading provisions of thé charter would 
be ineffective, the optimist considers them unnecessary. Thus both 
join in a common skepticism. 

This writer feels that there is room between the two extremes for an 
intermediate opinion which permits some measure of restrained opti- 
mism. If the charter leads to a substantial reduction of trade barriers in 
nonstate-trading countries, the benefits which a state-trading country 
would obtain through adherence to the charter would be of real impor- 
tance. Thus Russia’s self-interest may guide her toward co-operation in 
‘the I.T.O. and make her unwilling to risk loss of those real advantages - 
for the sake of short-run gains resulting from discrimination. Moreover, 
as mentioned before, Russia’s power of economic discrimination and, 
by the same token, such gains as she may be able to reap from dis- 
crimination should not be exaggerated. While it must be recognized 
that the provisions of the charter do not present an immediate solution 
of the problem, they still may lay the groundwork for future develop- 
ment. As has been indicated before, with regard to Russia, the constitu- 
tion of the I.T.O. may matter less than its administration. In a sense, 
the heart of the state-trading provisions lies in Article 35 regarding 
consultation. For it is the everyday work of the I.T.O. that may deter- 
mine the ultimate success or failure of the charter provisions. If the 
I.T.O. succeeds in asserting its authority in consultations, if it is suc- 
cessful in mediating and persuading and eventually in supervising, 
then a series of precedents, a case law of the I.T.O., will be established 
which could constitute a major contribution to the goal of Russia’s 
integration in the world economy. 

= Alexander M. Baykov, Soviet Foreign Trade (Princeton, 1946), p. 88. 
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In one sense the criticism of the principles of the state-trading provi- 
sions offered in this paper may have a constructive function. The de- 
velopment described in the foregoing paragraph can be at best but a 
slow and laborious process. There will be setbacks and crises. If the 
character of the state-trading provisions as a tentative promise rather 
than a fulfillment is recognized, false expectations and ensuing dis- 
appointments may be avoided. 

No one can predict whether Russia will agree to join the I.T.O. 
Should she decide to become a member, the future will settle the dis- 
pute between the pessimists and the optimists. The state-trading provi- 
sions of the charter may succeed or fail in the test of reality. But their 
challenge to lay the basis for peaceful economic collaboration between 
different economic worlds deserves the respect both of the advocate 
and the critic. 


DISCUSSION 


Apram Bergson: I shall comment on only a few of the many interesting 
questions that the speakers have discussed. 

1. The Upward Bias in the Soviet National Income Series Expressed in 
Terms of 1926-27 Rubles. On the existence of this bias I am in complete 
agreement with Dr. Studenski and Dr. Wyler. I have some reservations, 
however, regarding their explanation of the bias, and particularly with respect 
to their reasoning on the Soviet statisticians’ three methods for computing 
value added in terms of constant prices. They conclude that the use of these 
methods probably led to an “overestimation” of the national income, but. 
it seems to me that their argument on this is not convincing. With regard 
to the first and second methods, in view of the uncertainty about changes 
in price, cost, and production relationships, it is difficult to see why an upward - 
bias is any more likely than a downward bias. With regard to the third 
method, that of “direct computation of net value in constant prices,” if I 
understand it aright, this seems to be an entirely correct statistical procedure, 
and I fail to see why it leads to any bias whatsoever. 

In general, in trying to explain the upward bias, my own inclination is 
to emphasize mainly several other factors to which Studenski and Wyler 
refer, in particular: (a) the valuation of new commodities in terms of the 
prices prevailing at the time of their introduction; (b) the valuation of 
production in certain branches of the economy, e.g., construction, in terms 
of current prices; (c) the large-scale shift from household to factory production 
in the case of many consumers goods. The first two of these three factors 
are particularly important because of the great price inflation that occurred 
under the prewar five-year plans. : 

2. Need for Complete Recalculation of the Soviet National Income Series; 
the Valuation Problem. In view of the manifest deficiencies in the official 
Soviet national income series, a complete recalculation clearly is in order. 
What we should like to have here is, in particular, a tolerably accurate series 
measuring national income in the orthodox sense and with results broken 
down by source and use in much the same way as is now customary in studies 
of United States national income. Until such a calculation is carried out, 
we shall be in the dark about much that has happened under the Soviet 
prewar five-year plans. 

In such a recalculation, it is well to recognize that there are conceptual 
as well as statistical problems to deal with which may not be susceptible of 
any altogether satisfactory solution. Suppose for example we had complete 

*With regard to the second method, the deflation of value added by an unadjusted 
finished product price index, there is perhaps a presumption in favor of an upward bias 
as a result of the introduction of the turnover tax. This it might be supposed raised 
the value added (inclusive of the tax) by a larger precentage than that by which it 
raised finished product prices (inclusive of the tax). If so, the deflation of the value added 
by the unadjusted price index would tend to exaggerate the increase in production in 
real terms. However, a turnover tax was also levied at a high rate on agricultural raw 
materials, and there may have been a tendency for the prices of many manufactured 


goods to rise more than value added on this account. To this extent, the tax would have 
led to a downward rather than upward bias, 
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information on price and quantities year by year for all branches of the 
Soviet economy. Conceivably we might then recalculate Soviet national 
income in terms of the prices of sore recent year, and thus reduce to manage- 
able dimensions the new commodity problem. However, we should still have to 
reckon with the very vexatious question of the meaningfulness of the Soviet 
ruble price structure. This has many well-known peculiar features; e.g., prices 
generally include a widely varying turnover tax, there is a very complex 
system of differential prices for agricultural procurements, etc. 

Because of these features of ruble prices, it is understandable that in the 
few attempts that have been made to recalculate Soviet national income, 
prices of a foreign country have been substituted for ruble prices as a basis 
for valuation. Dr. Wyler’s recent recalculation is in terms of dollar prices. 
While this may be a necessary expedient, a question inevitably arises here as 
to the appropriateness of foreign prices to the Soviet conditions. In view 
of the advanced technology of our machinery industries, for example, the 
prices of these goods in this country probably are comparatively low in normal 
times. The increase in machinery output was one of the major factors in 
the increase of the Soviet national product under the five-year plans. Thus 
the use of United States prices as weights in calculating Soviet national 
income would tend to minimize the rate of increase of the Soviet national 
product.? . 

3. The Use Made of the National Income Series in Planning; Indirect Taxes 
Not an Important Item in 1926-27. Studenski and Wyler advance the in- 
teresting idea that, hecauce of ito doficionsios, tho Bovict planners make litte 
or no use of the national income series in their practical work. This may be 
so, but I should like to record the fact that I have seen no evidence of it. 
Goals for the total national income and its major components were published 
regularly along with other goals in the prewar plans; a goal for national 
income is included in the Fourth Five-Year Plan. Of course,-if the Soviet 
planners do use the official income figures in their calculation an interesting 
question arises as to just how this affects their planning work. 

With regard to the inclusion of turnover taxes in the Soviet national income 
concept it is difficult to see how this could offset to any great extent the services 
that are omitted. The turnover tax did not exist in 1926-27 and other indirect 
taxes were comparatively small. 

4. Soviet Economic Conditions and Prospects. Dr. Schwartz has assembled 
much interesting information on the difficulties the Russians are experiencing 
in fulfilling their ambitious Fourth Five-Year Plan. While I have some 
reservations on particular points, I am sure that in general this is a fair 
summary of what is available in the Soviet press and other sources on this 
subject. Taken by itself, however, it seems to me that this information might 
possibly lead to an unduly pessimistic conclusion regarding Soviet economic 
conditions and prospects (pessimistic, that is, from the Soviet point of view). 
For a balanced judgment on this, I think several other facts in addition to 


?See Maurice Dobb’s comments on Colin Clark’s recalculation, Soviet Economy and 
the War (New York, 1943), pp. 37 ff. 
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those mentioned by Schwartz should be taken into account. I say “facts.” 
Perhaps it would be more accurate to say my impressions as to the facts. 
I think, however, that the following a can be asserted with reason- 
able assurance. 

Despite the great material damage the Rusdan suffered, the total capacity 
of Soviet industry probably is now very nearly as great as it was before 
the war. This remarkable situation is accounted for partly by the fact noted 
by Schwartz that the Russians managed to achieve in their all-out war effort 
a great expansion of capacity in the Urals and Siberia and partly by the 
progress of reconstruction to date. 

The total fixed capital and output of the whole country will exceed prewar 
levels well before reconstruction of the invaded areas is completed. This is 
because of the wartime expansion in the Urals and Siberia and the further 
expansion contemplated there under the Fourth Five-Year Plan. According 
to the plan, national income in 1950 (in 1926-27 rubles) is to be more than 
a third above prewar. The goals of the Fourth Five-Year Plan may possibly 
be overly ambitious. On the record to date this seems to be so. I am not 
surprised at this. Russian plans are always overly ambitious, perhaps by 
design, in order that they may induce the population to exert a maximum 
effort. But even so, making all due allowances for underfulfillment, the 
Russians certainly will be back on their feet far sooner than has been 
generally anticipated in this country, 

5. Consumers Goods Versus Heavy Industries. Perhaps it may be in order 
to say a few words also about another aspect of Russia’s Fourth Five-Year 
Plan of much current interest, which Schwartz touches on but does not develop 
in any detail. I refer to the question of the relative emphasis the Russians 
are giving to their consumers goods and heavy industrial production. 

In the briefest terms, the essential facts on this much discussed question 
as I see them are these: 

The wartime expansion of capacity in the Urals and Siberia was practically 
restricted to heavy industries, to basic industries and munitions. As a result 
of this expansion, the total output of heavy industries in 1945, according 
to my rough calculations, probably exceeded the prewar level, though only 
to a small extent. 

In the all-out war effort, consumers goods necessarily were virtually 
neglected. Except in the case of agriculture, practically nothing was done 
in the east to make good the losses in the west. As a result, the total output 
of consumers goods in 1945 probably was about 35 per cent below prewar. 

Thus, as a result of the wartime developments there was a drastic change 
in the structure of the Soviet economy. In contrast with the American ex- 
perience, this change in structure was based not so much on an over-all 
expansion of heavy industries beyond the prewar level as on a drastic cut in 
consumers goods, 


*J hope to make available in the near future in a separate article the details supporting 
these propositions as well as those advanced below in section 5, “Consumers’ Goods Versus 
Heavy Industries.” 
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Essentially what the Russians now propose to do under their Fourth 
Five-Year Plan is this: 

They will continue their prewar policy of building up heavy industries. 
They propose not only to reconstruct the industries of the invaded areas, 
but also to carry out extensive new investment and construction in the east. 
On this basis, the output of heavy industry in 1950 is to be far in excess 
of that of 1940; e.g., the goal for steel for 1950 is 38 per cent above 1940; 
the goal for coal, 51 per cent above 1940; that for electric power 70 per cent. 

While the Russians thus are continuing their industrialization drive, they 
are actually slowing it down rather than speeding it up as many commentators 
say. The rate of expansion projected for heavy industries from 1945 to 1950, 
under the Fourth Five-Year Plan, is far below that projected under previous 
plans. It is probably less than half of that projected under the Third 
Five-Year Plan. . 

On this basis, the production of consumers goods is to be raised quickly 
from the abysmally low present levels to a more tolerable level, and in 
1950 per capita standards are to be somewhat above prewar. 

Finally, and this is an interpretation and not a statement of fact, the 
foregoing does not mean that the Russians have introduced any basic revision 
of their policy of industrialization. In slowing down the tempo of industrial- 
ization, it seems to me, they are simply adapting this policy to the special 
circumstances of the reconstruction period. To a very great extent, the 
slowing down of the drive is a practical necessity, in the face of the extreme 
shortage of consumers goods, ` 


Paur A. Baran: There are a great number of questions which I would 
like to raise in connection with the interesting papers of Messrs. Studenski, 
Schwartz, and Gerschenkron. But since the time at my disposal is very short, 
and since Dr. Bergson has dealt brilliantly with the issues raised by Professor 
Studenski, I shall confine myself to a few comments on the papers of Drs. 
Schwartz and Gerschenkron. 

The interpretation of the Fourth Five-Year Plan, familiar from the daily 
press and apparently accepted by Dr. Schwartz, sees the main reason for 
the stress placed by the Soviet Government on the reconstruction and develop- 
ment of heavy industries in its desire to restore and increase the military 
potential of the Soviet Union. While there is no doubt that the Soviet 
Government is defense-conscious, and very anxious to be prepared for all 
„exigencies, I wonder whether there are not important economic and techno- 
logical reasons for the allocation of resources, as envisaged in the Fourth 
Five-Year Plan. As Dr. Bergson has pointed out, the total industrial capacity 
of the Soviet Union at the end of the war was just about as large as in 1940. 
Since consumer goods output was during the war all but discontinued, this 
relatively high level of industrial activity was due to the expansion of 
munitions manufacturing sufficient to offset the disruptions of industrial 
production caused by the destruction and removal of plants and manpower 
in the invaded parts of Russia. It is very doubtful whether it would have 
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been possible to convert economically these munitions plants to the production 
of anything but heavy industrial equipment. To shift a tank factory to 
tractor output is very much easier than to make it produce cotton goods. 
Suffering also under considerable shortages of skilled manpower, the Soviet 
Government is most likely very anxious to keep mechanically trained workers 
at the places of their present employment rather than to shift them into 
consumer goods industries which require different skills and probably different 
locations. Thus, the nature of the reconversion and expansion program may 
be seriously influenced by the structure of the industrial plant available at 
the end of the war and only to a small extent subject to free choice of the 
Soviet planners. 

Another factor which has to be taken into account is the prospective 
trade between the U.S.S.R. and the countries located in what has come to 
be called Russia’s sphere of influence. It is quite possible that Russia expects 
to exchange products of her heavy industries for consumer goods that will 
be produced in those countries once their reconstruction is completed. While 
it is uncertain what importance the authors of the Fourth Five-Year Plan 
attached to this possibility, it is quite probable that the expectations of an 
expanded trade with neighboring countries, of foreign loans, and of German 
supplies on the reparation account influenced the proportion of resources 
devoted in the plan to consumer goods production. 

The drive for a close integration of the Soviet economy with the economies 
of the neighboring countries may be to a large extent responsible for Russia’s 
reluctance to join the International Trade Organization—to come to Dr. 
Gerschenkron’s paper, The provisions of the I.T.O. charter discussed by 
Dr. Gerschenkron would render it very difficult for Russia to develop 
a system of special agreements with the countries entering her “sphere of 
influence.” Vague as the “commercial considerations clause” may be, it 
would call for an orientation of Russian foreign trade along lines contrary 
to the basic aim of close economic and political co-operation with Poland, 
Yugoslavia, Czechoslovakia, Bulgaria, Rumania, and Hungary. I would not 
be surprised if Russia would be willing to forego many advantages offered 
by the charter in exchange for the possibility of maximizing her trade with 
those countries, reducing, if necessary, the volume of transactions with the 
rest of the world. The idea of an economic integration of Eastern Europe ' 
under a unified plan of socialist construction is too attractive to Russia to 
be exposed to dangers which might result from the adherence to the I.T.O. 

On the other hand, Russia’s decision as to membership in the I.T.O. 
obviously depends on the Soviet appraisal of the economic outlook for the 
capitalist countries, particularly the United States. It is well known that 
even many British observers are very fearful of too close a tie-up of the 
British economy with the economy of the United States. From a number 
of articles published in the Russian press and partly reproduced in American 
dailies one gains the impression that a major depression in this country 
is expected by Russian economists before very long. That an American 
depression would have serious repercussions in other countries goes without 
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saying. Russia may quite reasonably anticipate being able to secure favorable 
credit and delivery terms once the sellers’ market is over and unemployment 
in various countries renders Russian requests for loans and supplies more 
attractive than they are now. Dealing with countries competing with each 
other for the Russian market, the Soviet foreign traders may be in the 
position to strike favorable bargains with individual countries, conclude 
barter and clearing agreements, and secure special advantages in the terms 
of trade, etc. Many, if not most, of these possibilities would be precluded 
by the 1.T.0. charter. 

In the light of these considerations, it would seem safe to assume that 
Russia will shun international commitments that would seriously limit her 
freedom of action, and will seek to place emphasis on bilateral trade and 
credit agreements, like the one recently concluded with Sweden. I would 
venture the guess that after the present bargaining among the Allies is over 
and the peace treaties duly signed, Russia’s economic relations with foreign 
countries will return to the pattern established in the early twenties. Dis- 
cussing the provisions of the I.T.O. charter, Dr. Gerschenkron presented 
admirably the reasons for Russia’s nonadherence to the organization. Facing 
the prospect of being outvoted on each and any occasion, threatened with 
the necessity of furnishing to the outside world information that she is not 
accustomed to supply, obviously unable to claim veto power in an economic 
organization, Russia will probably prefer to deal with each country separately 
and to seek such trade and credit arrangements as may be obtainable in 
each particular case, I have the feeling that such a policy would be morc 
in line with the principles and traditions of Soviet foreign economic relations, 
and it may very well be that it would be even the most advantageous course 
from the standpoint of the Russian economy. 


ROUND TABLE ON ECONOMIC RESEARCH 
SIMEON E, LELAND, Chairman 


The Committee on Research has had, I believe, a most fruitful 
year during which several meetings were held, and three subcommittees 
to inquire into research opportunities in the records of wartime gov- 
ernmental agencies were organized. These subcommittees’ work is 
an extension of the preliminary survey of war-agency records and 
of places for their preservation carried out last year by Harold Rowe 
at the request of the Research Committee and reported on at the 
Cleveland meeting. . 

One subcommittee has investigated the content and possible research 
uses of the price control and rationing records. This group is composed 
of J. K. Galbraith, E. T. Grether, E. S. Mason, A. C. Neal, J. D. Sumner, 
and R. B. Heflebower, Chairman. This subcommittee presents an 
extensive report of its findings and recommends that the Association 
seek support for a project to develop a collection of research materials 
drawn from the price control and rationing records. This recommenda- 
tion springs from the conviction of the subcommittee that while the 
research materials in these records are extensive and of great potential 
value, there is little chance that-individual researchers will or can 
make liberal use of the documents in their present form. 

The project proposed would involve extensive reworking and sum- 
marizing of both qualitative and quantitative information in’ the 
records. Extreme care will have to be exercised to avoid disclosure 
of confidential information about particular firms while at the same 
time putting tégether those summaries and showing those relationships 
which will be of value to those engaged in basic economic research. 
To carry out such a project even to the extent of preparing and 
publishing the more valuable records would cost, it is estimated, 
from $100,000 to $150,000 and would require two years’ work by 
a sizable staff. 

Although it is not my purpose here to outline the project in detail 
I do wish to emphasize its main feature. First the emphasis would be 
on materials about the peacetime economy, a subject on which OPA 
gathered extensive-information because of the methods and policies 
of control adopted. This would not eliminate all information about 
the 1942-46 period; but the concern about the characteristics of the 
peacetime economy would guide in the selection of materials. Next, 
. the materials to be selected would be those related to some such central 
topic as “The Structure of Commodity Markets and Prices,” which 
would include the following subtopics among others: 
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1. Geographical price patterns 
. Methods of price quotations (other than 1) 
3. The production pattern for the product as shown by 
(a) Size distribution of producers 
(b) Proportion of volume of the firms represented by the 
; product 
4. Vertical relationships as shown by 
(a) Degree of integration 
(b) Price relationships 
. Relation of price quotations and realizations 
. The price structure of the industry 
. The cost structure for the product and the industry 
. Competitive position of firms classified by such characteristics 
as size, price structure, and degree of integration 
9. Price movements prior to price control 

10. Price leadership, and other factors related to price change 

11. Sales policy and sales expense in relation to other characteristics 

of the firms 

If this project could be launched by the Association, it would be 
unique. I have no idea whether any foundation would underwrite 
the financial obligations involved, but the standing of the subcommittee 
proposing. the project is such that their recommendation deserves 
something more than merely nominal support. If the Executive Com- 
mittee is enthusiastic about the project, I believe the project might 
receive favorable support from one of the foundations. 

During the year, a subcommittee to explore research opportunities 
in connection with records pertaining to liquid and solid fuels was 
organized. This committee is composed of J. S. Bain, W. E. Hoadley, 
and J. P. Miller. Their first report constitutes part of the proceedings 
of the Round Table on Research. During the past year, Mrs. Aryness 
Joy Wickens induced the Bureau of Labor Statistics to prepare an 
inventory of research materials pertaining to labor and manpower 
problems during the war. This inventory was made available to a 
subcommittee on research in labor of which Mr. Harry Wolf, of the 
University of North Carolina, was Chairman. The other members of 
the committee were: Clark Kerr, W. R. Leonard, R. A. Lester, L. G. 
Reynolds, and Mrs. A. J. Wickens. This committee presented its first 
report at the Round Table on Research. The work of these subcom- 
mittees should be continued. 

While the Committee on Research has not been able to accomplish 
as much as was hoped, it is the belief of the committee that the 
need for continuing the Committee on Research has been demonstrated. 
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CONTENT AND RESEARCH USES OF PRICE CONTROL 
AND RATIONING RECORDS? 


In connection with the administration of maximum price control 
and rationing there was accumulated a vast and diversified fund of 
‘information about both wartime and peacetime economic life. The 
characteristics of the records of the agency which administered these 
controls—the Office of Price Administration—have been reviewed by 
your subcommittee, which reports that these records constitute a very 
rich, potential resource for empirical research in economics. The value . 
of the records is stated in potential terms for there are difficult prob- 
lems of access to and effective use of the voluminous files which have 
led your subcommittee to propose that a group project be set up to 
prepare a “source book” so that the information in these records will 
be more generally available to both governmental and individual 
research workers. 


I. Content of the Records 


A. General Comments. We are discussing here the research use of 
the records of a gigantic war agency. Even after culling the files, 
50,000 cubic feet of OPA’s records will be preserved. Within this large 
mass there is information about almost every aspect of economic life. 
However, the control problems at hand rather than research use was 
the guide for the collection and analysis of this information. The 
work was done in haste and with inadequate personnel, which means 
that often gaps were not filled, summaries were limited in number, 
explanation of methods were sketchy or absent, and interpretations 
were made orally. 

Furthermore, the great bulk of the records deal with the period 
of control, 1942 to 1946. Fortunately, however, the stabilization policies 
called for the wide use of information about developments of the 
preceding years, and a portrayal of business and economic affairs 
as they existed in 1941 or early 1942. In addition, the “freezing” of 
precontrol relationships carried many of them into the control period. 
And in some cases facts of the war period may be adjusted to portray 
the situation prior to or subsequent to control. Altogether, research 
use is not limited to projects dealing with the war economy. 

The preceding comments are hurdles, not barriers. They do suggest, 
however, that the user of these records should acquaint himself with 

*The members of the Subcommittee on Research Use of OPA Records making this 
report are J. K, Galbraith, E. T. Grether, E. S. Mason, A. C, Neal, J. D. Sumner, and 


R. B. Heflebower, Chairman. Because another subcommittee has investigated the usability 
of war agency records on fuels, that commodity area is excluded from this report. 
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the OPA organization so as to focus his search for information on those 
parts of the files where prospecting for pay dirt will be most promising. 
He should know that the Research Division dealt chiefly with over-all 
policy problems, and whether it was following this route, or studying 
price developments or specific price actions, it did so ordinarily by 
the use of secondary data and rarely with the aid of the operating 
sections. He should know that the price-legal division usually had access 
to primary information, but the acute analyses made by the attorneys 
dealt chiefly with the legality of price actions and on their correlation 
with basic control policies. In‘further examination of OPA organization 
the researcher will find that price control and rationing functioned 
as separate programs, but that each received aid from the autonomous 
accounting department. Therefore, the bulk of the primary information 
will be found in the files of the respective commodity sections of the 
price and rationing departments and in the corresponding sections 
of the accounting department. 

The second caution is one which is always present in economic 
research but is particularly relevant here; namely, that a comprehensive 
understanding of the qualitative information bearing on quantitative 
materials is ordinarily a prerequisite to the judicious use of the latter. 
For that reason the researcher would do well to determine who was 
active in the price control or rationing of the particular commodities 
he plans to study. These persons can render invaluable aid, for whether 
they were economists, lawyers, or businessmen they acquired an 
intimate knowledge of the industries whose prices they controlled or 
whose commodities they rationed. They can supply much qualitative 
information and check the accuracy of such impressions as the re- 
searcher had previously developed. They can suggest bodies of informa- 
tion in the files, and they can indicate limitations on the usefulness 
of this material. Later in the researcher’s work, he may find that these 
persons would be willing to criticize a draft of his findings. 

Before the researcher plunges into the maze of the OPA files he. 
should look into two types of published sources. The first are the 
price-ceiling regulations and statements of consideration related thereto, 
the quarterly reports, the report of Congressional hearings, and publi- 
cations of the Research Division. Of these sources, the first more 
frequently contains specific information about industry price structures 
and business practices. The other sources, with some notable excep- 
tions, deal with operating policies and the problems of controlling 
particular commodity prices. Second, there is now at work a group of 
accountants, economists, and statisticians preparing summaries of pri- 
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mary data collected by the agency, which will be published in a series of 
bulletins. 

In the description of these records which follows it. has not been 
possible for the committee either to locate all of the valuable documents 
or to include in this report more than the major types of information 
it found. Likewise, the committee has not been able.to appraise the 
adequacy or accuracy of all of the materials. Instead the committee has 
attempted to note strong points and limitations of some of the major 
bodies of information and to suggest some precautions which should 
be followed by researchers who use these records. 

B. Statistical Data. The great bulk of the statistical data included 
in these records is composed of the price, cost, output, sales, profits, 
balance sheets and materials-used figures of individual companies. 

1. Profit Data. Because of the great weight given to earnings as 
a measure of the need for ceiling price relief, OPA accumulated and 
analyzed a tremendous volume of corporate profit data. 

a) Manufacturing and Mining. 

(1) Over-all Corporate Profit Data. Ordinarily data necessary 
to show net operating income, net'income before income and excess 
profits taxes, and net profits after those taxes were, obtained. These 
earnings figures can then be expressed as return on sale or return net | 
worth. The profit data came from three sources: 

(a) On a limited basis prior to 1942 and on an economy-wide 
basis beginning with figures for 1941, OPA collected profit and loss 
statements and balance sheets from corporations ‘on so-called Form A 
which called for a break down of receipts and expenses. Between 1941 
and 1945, approximately 21,000 different corporations filed one or more 
years’ profit and loss and balance sheet figures with the OPA. Of this 
group of corporations, 5,000 filed reports for each of the five years, 
which data are now being put on punched cards. 

(6) Following out an executive order, the Bureau of Internal 
Revenue supplied to the OPA for the years 1936 through 1943 the 
same data from each of 75,000 corporate tax returns as are turned 
over to the Statistics of Income Division of the Bureau. Hundreds 
of compilations were made of the data from these income tax returns, 
usually for narrowly defined industries. The branch which handled this 
work has now been transferred to the Federal Trade Commission. 

(c) In connection with operations, particularly when investigating 
the need for ceiling price changes, price branches frequently supple- 
mented both BIR and Form A earnings data by field investigation 
or correspondence. These data, which are in operating section files, 
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show earnings of a considerable number of narrowly defined industries 
for the period 1936-39 and for one or more later years. Such studies 
contain the best profit data in the sense that the consistency in account- 
ing methods from year to year has been checked and often the 
accounting method itself changed to coincide with the principles 
applied by OPA accountants. Furthermore, where summaries by 
industries were made, they represent more carefully selected samples 
of finely classified industry groupings. In addition to industry studies 
thousands of firms who petitioned for individual adjustment of ceiling 
prices filed profit data for 1936-39 and one or more later years. In 
some cases, particularly in machinery, and in some other parts of 
the industrial goods area, these reports have been carefully checked. 

(2) Profit Data for Departments or Divisions. For a limited number 
` of industries and in connection with a large number of individual 
adjustments in the metal-using industries OPA collected departmental 
or divisional profit and loss statements for 1936 through 1939 and 
for one or more later years. Among the industries for which data of 
this sort were collected are automobiles, a large number of machinery 
manufacturers, breakfast cereals, meat packing, electrical appliances, 
evaporated milk, rubber tires, and lumber. While it is understood 
that departmental statements involve allocations of overhead, they 
may be used to show change over time, particularly where corporations 
have separate plants for which separate income statements have been 
kept for some time. 

b) Distributive and-Service Trades. OPA carried out several field 
studies of earnings of the distributive trades, particularly of those about 
whose operating results relatively little was known previously. Among 
these are grocery wholesalers, independent food retailers, drygoods 
wholesalers, appliance distributors, appliance dealers, automobile 
dealers, farm machinery dealers, lumber and building materials dealers, 
and small furniture stores. Less extensive studies usually on a regional 
- basis have been made of some of the service trades, notably laundries. 

c) Summaries of Profit Data. Several studies of corporate profits 
have already been released by the OPA Research Division and others 
will be out shortly. These reports are based on BIR and Form A data, 
and usually present profits for fairly broad industry groupings for the 
years 1936 and following. Among those yet to appear, however, is one 
which places the BIR data on a comparable basis for each of the 
years 1922 through 1941. Another will present profit data for 2,500 


identical corporations for 1936 through 1945. A third will show for ` 


the same period a break down of the food and the textile and apparel 
fields profits data into quite fine industry groupings. These reports 
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are in addition to those which will be forthcoming from the Economic 
Data Analysis Branch. 


2. Cost Data. 
a) Manufacturing and Mining Industries. 


(1) Break Down of Over-all Expenses. When making an industry 
study and in thousands of individual adjustment cases, profit and loss 
statements providing a break down of cost of goods sold were ordinarily 
. gathered for one, or at most two, recent years. OPA has-relatively little 
information about the components of total cost for the period 1936-40, 
even on an over-all company basis, aside from transcripts of the quite 
unsatisfactory BIR data on costs. In field accounting studies, total 
operating expenses for 1936-39 were not examined with care, and break 
downs were not recorded because the interest was in profits before 
taxes. 

Beginning with 1941 data, however, the situation was quite different. 
Form A on which thousands of firms filed operating statements for 1941 
through 1945 called for a break down of total operating expenses into 
its major components. Because of uncertainty as to whether respond- 
ents used the classification of costs called for by the form, or whether 
particular respondents used the same classification in successive years, 
these data can be used only for purposes such as changes over time 
for fairly broad groups of firms, which will not be affected materi- 
ally by these uncertainties about the data. 

Where OPA accountants have collected the data directly as part of 
a study of an industry, they obtained, and checked, for one or more 
years the break down of total operating expenses. In a large part of 
such cases this break down was obtained for 1941 or 1942, and, for 
recent studies, for one later year also. From these cost records, labor 
costs as a percentage of total costs could be determined. Such quite 
accurate and fairly detailed data for one or more years were obtained 
for a substantial part of the manufacturing industries. However, the 
extent of the break down of total expenses and the classification of ex- 
penses varied widely between studies. In some cases, for example, 
general, administrative, and selling expenses were grouped in one item, 
while in other cases this item would be broken down so that such sepa- 
rate charges as outbound freight and advertising were segregated. Again 
all factory labor was put as one item in some studies, while direct and 
indirect labor were segregated in others and in some cases it has not 
been possible to get the same classification of even labor costs from all 
firms. In a few cases major items of direct materials were segregated. 

(2) Break Down of Departmental Costs. In a limited number of 
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industries, OPA obtained a break down of divisional or departmental 
expenses. Often these departmental data fit a single commodity or a 
group of related commodities. In the 1945 review of ceilings established 
in 1942 for the electrical appliance and automobile industries and in a 
few parts of the food field, for example, such data were obtained for 
1941 and often for a more recent year, but rarely for 1936-39. Data of 
this sort were also collected in individual adjustment cases, particularly 
for industrial products. The observations made with respect to the break 
down of over-all company expense data apply also to departmental data 
with, of course, uncertainty added by the presence of allocations and 
interdepartmental transfers. Nevertheless these data, particularly where 
the company had ordinarily prepared such statements, are useful for 
showing changes over time in the items of cost such as labor or materials 
cost. In a number of these studies, particularly in the hard goods field, 
a detailed breakdown of “bill of materials” for 1941 was obtained. 

(3) Product Costs. For a limited number of commodities, among 
which were processed fruits and vegetables, steel, industrial alcohol, 
rubber tires, vegetable oils, fractional horsepower motors, and cotton 
textiles, OPA’s accountants obtained unit costs for particular products. 
A unique set of cost data are those for nonferrous mines gathered in 
connection with the premium price plan. In most cases the study covered 
costs for one year only, which was usually a wartime year, although for 
cotton textiles 1936-39 and 1941 costs were obtained. Such wartime data 
can sometimes be adjusted with sufficient accuracy to portray differ- 
ences in costs among products, or even to indicate 1941 or 1946 costs. 

b) Distributive and Service Trades. Paralleling the data on profits 
for the distributive trades was the collection of over-all store-wide 
costs for several years. Likewise a limited amount of cost data were 
obtained for the service trades. 

c) Summaries of Cost Data. As part of the statistical tabulation 
project, the cost data are being combed to determine useful summaries 
which can be made, in light of the limitations of the data and of staff 
available for analysis work. After re-examination, some of the data on 
unit costs—averages, variation within the industry, relation to size of 

plant, and movement of cost with volume changes—will be released. 
' “Bills of materials” which are particularly important in the hard 
goods field, and, if possible, changes between time periods in labor cost 
and other components of cost will be presented in summary form. 

Cost data involve all of the uncertainties of their origin—adequacy of 
records, methods of allocation, and outright manipulation. Although 
much of these cost data are no more limited in these regards than is most 
cost information, these data offer the most promise in connection with 
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analyzing the characteristics of an industry, the degree of integration 
of various firms in an industry, the differences in cost of bulk and 
packaged goods, differences in plant costs of the same firm, or changes 
in cost of the same plants over time. Only rarely, and then only after a 
most careful understanding of the limitations of particular data and of 
the accounting methods used, could the cost data from multiline firms 
be used as a measure of total cost to be compared with prices. 

3. Balance Sheet Data. Wherever over-all company profit data were 
obtained, balance sheet figures were also requested. As a result the cov- 
erage—the number of years for which data are available, and extent of 
tabulation of balance sheet information—parallels that reported above 
with respect to the profit statistics. 

4. Price Data. As a maximum price-control agency, OPA would be . 
expected to have a vast amount of price information in its files. This is 
true, but in spite of the fact that at one time or another the OPA insti- 
tuted ceilings on practically all commodity and many service prices by 
the device of freezing them at the level charged in a designated period, 
the agency did not find it necessary to collect these prices for many 
commodity areas. Much less information of a primary sort was collected 
about price changes during the period preceding control. 

Among the areas for which a sizable volume of price data was col- 
lected are the following: 

a) Retail Price Filings. Retailers and several of the service trades 
were required to file with the local war price and rationing boards the 
maximum prices charged in March, 1942, for a specified “cost of living” 
list of commodities and for certain services. Analogous registrations 
of residential rents in areas under rent control were required. 

The accuracy of these commodity and service trade filings as an 
absolute measure of prices varies among commodities and types of sel- 
lers. Laundry price lists could not be altered before filing them, but 
sérvice charges for radio repair might be. Doubtless thousands of re- 
tailers filed prices computed by adding customary margins to replace- 
ment costs of June or July, 1942—the months when the filings were 
taking place. By this method these retailers relieved themselves of the 
“squeeze” resulting from the simultaneous freezing of prices at all levels 
at a time when prices generally were moving upward. However, later 
examinations of margins on particular commodities showed that not all 
squeezes, particularly those thrust on the chain stores, were relieved in 
this fashion. 

In spite of some limitations these price filings can be used with 
confidence to compare prices in different sized communities and in 
different regions at a given point in time. Possibly some comparisons 
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can be made among prices charged by different types of stores, although 
the investigator would have to be concerned about the varying degrees 


‘of “self-help” in the way of avoiding squeezes which the respective 


types of stores may have carried out. These “cost of living” price lists 
for 100 selected communities will be turned over to the Bureau of 
Labor Statistics. 

b) Although no general requirement of filing base date prices was 
imposed on manufacturers or wholesalers, OPA did gather a large 
volume of price data for late 1941 and early 1942 which covers a large 
part of all manufacturing. A number of specific regulations require the 
filing of “highest prices charged” to each class of buyer in a specified 
period together with all discounts and allowances. Often this require- 
ment was part of plans for flat-pricing the commodity. Sometimes the 
filing, perhaps in the form of catalogues and price lists, was part of an 
enforcement program. 

Among the areas in which manufacturer price data are extensive are: 
consumer durable goods generally, work clothes, processed fruits and 
vegetables, rubber products (including tires), breakfast cereals, and 
steel. 

c) In connection with “new model” and “changed specification” 
pricing, the applicant (a manufacturer) was required to file the freeze- 
date ceiling price of the item most comparable to the new model for 
which ceiling price approval was requested. Then in order to facilitate 
the administration of approving ceilings for “new products” for a seller 
by “in-lining” with old manufacturers of the product, which process 
is distinct from “new model” pricing, there was acquired a large ac- 
cumulation of manufacturers’ 1941 or 1942 catalogues, particularly in 
the consumer durable field. In other areas where this method of pricing 
was used, but where catalogues are not issued, as in work clothing, ceil- 
ing prices of “competing manufacturers” were obtained by cor- 
respondence. 

.d) When OPA accountants visited firms for the collection of product 


cost or financial data, they ordinarily obtained the firms’ ceiling prices ` 


and sometimes prices for earlier periods for the commodities under 
study. These represent among the most accurate price data obtained 
by OPA. 

e) When a manufacturer applied for an individual adjustment, he 
was required to file the céiling prices from which relief was requested. 
In addition, thousands of letters which were not formal petitions for 
relief contain price information. 

f) Special studies of prices and price movements were made for 
some industries which covered several months or even a year or more 
immediately preceding control and utilized price information obtained 
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directly from industry. Often only the crude data are in the files; in 
other cases some summarization and analysis has been made. 

g) The Bureau of Labor Statistics made a number of special tabula- 
tions of its wholesale price data for the use of the price control agency. 
Copies of such summaries are in the OPA files. 

h) Finally, actual “recoveries” or “realizations” on certain products 
were obtained for a few industries, which show what the sellers actually 
received as influenced by prices and discount structure—and the de- 
partures therefrom. Data of this sort are available on some vegetable 
oil products, lumber, bread, breakfast cereals, and some cotton textiles. 
The bulk of these data apply to 1942 or a later year, but fur the com- 
modities noted the data are available for 1941 and sometimes for other 
years prior to control. 

Included as part of the price data obtained from an industry were 
the terms of sale—the prices or discounts allowed to various classes 
of buyers, the quantity and cash discounts, advertising allowances, and 
the geographical area to which the price applied. 

5. Margin Data. For both distributive trades and manufacturing, 
OPA obtained data on gross margins of the following types: 

a) Most profit and loss statements which break down total expenses, 
or provide product costs, provide gross margin over direct materials, 
over direct cost, or over factory cost. In some cases, such as in apparel 
price control, particular attention was paid to margin over direct costs. 

b) The more unique over-all gross margin data were those obtained 
from those distributive trades for which little data had been available 
previously. Such store-wide gross margins were obtained for over 600 
independent food retailers for 1941, 1943, and 1945, for a sample of 
wholesale grocers for 1941 and 1943, for music stores for 1941 and 
1944, and both initial and realized margins of wholesale and retail 
appliance dealers, automobile dealers, farm machinery dealers, and 
some other types of outlets for 1936-39, 1941, and either 1944 or 1945. 

c) Wholesale and retail margins on particular commodities represent 
one of the largest bodies of data gathered by OPA. One large group 
of margin data is that for dry groceries at wholesale and retail, which 
were obtained by the Bureau of Labor Statistics in 1942 when some 
particular margins were distorted by “squeezes” arising from the 
simultaneous freezing of most food prices at all levels except at the 
farm. A second group of margin data for apparel, furniture, and house 
furnishings at retail was collected in part by BLS in 1942 but consist 
principally of two filings of margins by retailers in 1943 and 1945. The 
filed margins, which were edited and in some cases checked by the OPA 
field staff, appear to be less distorted by wartime developments than 
were the food margin data. The data from a 5 per cent sample of the 
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stores, plus the filings of all large stores, have been placed on punched 
cards and a number of summaries has been made. 

Retailers who had practiced “central pricing” or charged uniform 
` prices for a region or for the company as a whole, could, upon present- 
ing evidence of such practice, continue to do so under ceiling price 
control. Likewise firms who had not followed this practice but who 
wished to adopt it could do so if they could show that higher retail 
prices on the average would not result. Therefore the OPA Central 
Pricing Section obtained a large amount of chain store margin informa- 
tion. In a somewhat similar fashion, companies who could show that 
their product had actually been “fair traded” could have the fair-trade 
price substituted for the “freeze price” of retailers handling the 
product. 


In addition to these comprehensive sets of data, OPA has wholesale 


and retail margin data of varying degrees of completeness which refer 
to the sale of a surprising variety of goods from bathing caps to electri- 
cal wiring materials. In the hands of careful research workers many 
of these data seem to be usable and in total they give margin informa- 
tion on a large part of all goods sold. 


6. Wage Rate and Labor Cost Data. OPA collected wage rate data - 


under three circumstances. As a means of reviewing the 1941 or 1942 
ceiling prices of goods which had been off the market during the war 
or where for other reasons 1944 or 1945 costs were not a satisfactory 


guide to appropriate ceiling prices, OPA projected costs from 1941. In ` 


` doing this the agency collected data from firms in these industries on 
both the increase in basic wage rates and the ‘increase in straight time 
hourly rates. Then in a number of other areas, notably in machinery, 
increases in wage rates were collected to compare with reported increase 
in labor costs. In addition, data on wage rates are contained in much 
of the agency’s correspondence. 

Only in a limited number of cases does OPA have labor- cost data for 
particular products for more than one year. Company-wide data on 
direct labor, or all factory labor, as a percentage of net sales is avail- 
able for a number of commodity areas for two or more years. However, 
except for single-line firms, such percentages are so affected by changes 
in what the firm produces that it does not show a change in labor cost 
per unit of product. Where labor cost per dollar of sales is useful for 
tlie purpose at hand, OPA records will be of some aid. 

7. Production, Sales, and Distribution Data. Incidental to both 
price control and rationing, OPA collected a large amount of data on 
what amounts of certain materials are used by various industries. Like- 


wise, much information was obtained directly from industry on product i 


and ‘channel of distribution patterns. Even where only industry esti- 
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mates were available they may be sufficiently accurate for some pur- 
poses. Included in data on output pattern would be not only production 
by products but also by packaged versus bulk. In sales pattern, there : 
are at times data on institutional versus consumer sales, on private label 
versus sales under the manufacturers’ brand, and on areas of distribu- 
tion, Altogether much of the data for a picture of what the manufacturer - 
buys and from whom, what he makes and to whom he sells, is portrayed . 
for many industries in a far more precise fashion than can be got from 
published, or even unpublished, census materials. 


2 


C. Nongquantitative Information. l 


1. Trade Practice Information. Whenever OPA acted other than to 
freeze prices, and often then in order to know the impact of a freeze, 
the agency had to obtain information on trade practices: why so many 
‘models, are offered, how frequently models are changed and prices sub- 
ject to review, the role of periodic markets or showings of merchandise, 
the extent of use of brokers, practices on returned goods, how orders 
obtained by field salesmen are handled, whether grades or specifications 
are used in pricing, how imports and exports are handled, etc. On such 
points as these enough information had to be obtained to set dollar and 
cents prices at one or more levels, frequently specify trade and quantity 
discounts, and specify who pays the freight. In fact, where a regulation 


specified certain trade practices, and where the industry seemed to have . > 


lived tolerably well for four years under the regulation, this would be 
presumptive evidence that the regulation’ s reaiirenents: fitted the 
trade’s practices. 

2. Information About Methods of Arriving at Prices of New and 
Altered Goods. Several thousand firms, chiefly in the industrial goods 
area, whose business calls for developing numerous adaptations of a 
basic product, such as castings, mechanical rubber goods, and machinery 
generally, were required to file the “pricing method” they applied to 
such cases in 1941. Usually the price was arrived at by some multiple 
of estimated direct labor or direct cost. In some cases over-all and de- 
partmental profit and loss statements for 1941 were also available for 
these companies which could be compared with pricing method. In 
other areas correspondence (or proceedings of industry meetings) would 
show how a new item was priced in the past, or would be priced in the 
past, or would be priced during the war, if permitted to do so. The 
same sources show reactions to OPA’s general disapproval of price 
increases following cost increases, to plans for rearranging or not rear- 
ranging prices of various products or of the several price lines in a 
product line. 

3. Memoranda and Reports. Back of many:price actions were eco- 
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nomic briêfs which explained the structure of the ET and its 
prices ahd the business practices followed. Often the important seg- 


ments of the industry are isolated and the: ‘impact. of current develop- | 


_ments on them portrayed. In some cases these briefs approach the 
* quality of graduate theses. Among the more valuable of these briefs are 
those which deal with little known industries, such as various waste 
material industries, tire recapping, or abrasives, where an unusually 
large part of the information used, including, the statistical data, was 
obtained directly from the indistry. Furthermore, briefs included an 
- accumulation and: "analysis of already available information, together 
with a summary of the relevant “features of the technology of the in- 
dustry. Often the gist of these economic briefs was contained ‘in the 
published “statements of consideration” which accompanied the price 
action. For a limited number of commodity areas, historical nionographs 


will contain a summarization of economic materials bearing: on the , 


industries involved. 

4. Operating and Policy Records. Of course the files contain the 
usual operating records. In addition memoranda dealing with policy 
problems, containing policy decisions and commenting on particular 


price actions, describing developing problems in particular industries, 


and covering or referring to interagency relations form a sizable part 
of the files of the higher offices of the agency. Unfortunately, however, 
* OPA did not formalize its internal operations as much as did some 


other agencies, so as a result, notes and memoranda reviewing policy | 


' meetings are rare; many discussions and even decisions were oral. 


5. Miscellaneous. Scattered through the OPA files is miscellaneous 


information of a variety that encompasses almost every aspect of busi- 


ness. Some adjustment cases contain much of the life history of the - 
applying business. Some business policy decisions on expansion, pricing, 


sales, or distribution methods, product lines, etc., are described and the 


consequences of the decision portrayed. Phases of the history of indus- | 


tries were argued in trade meetings. Rivalries between industries or 


among segments of a trade were sometimes aired in industry meetings 


or described in memoranda based on interviews. 

The development of and experience with certain business and eco- 
nomic concepts such as “product,” “item,” “ 
useful to those engaged in either theoretical or empirical research. In 
a similar fashion, methods used for classifying stores, fixing maximum 
‘margins, classifying costs, etc., may be of interest to research workers. 


II. Some Types of Research Projects for Which OPA 
: 3 Materials Would Be Useful 


The following list of fields of economic inquiry for which OPA 


industry,” etc., may be - 


% 
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records might be useful i is not meant to be complete. Furthermore, as 
a result of segregating areas “of study” ‘according to the focal point of 
the investigation, there is overlapping among the fields suggested, and ` 
the extent to which the OPA files will be helpful for particular studies 


will vary from providing only opinen evidence to being. the a 


major source of information. 5 ' 
A. Studies of the Wartime Economy iia of Economic. Conois. For 


studies: of the wartime -economy or’of the more narrow subject of the į 


efficacy of price-control and rationing policies and techniques; generally, 
or for particular commodity areas, the OPA records would be a basic 
source of information. 

B. Intensive Studies’ of the Organization of ‘Particular Industries. 


For intensive research into the organization of particular industries— | 


sources of supply, character of costs, lines of product, channels of sale, 
plant locations, and history of the industry—OPA materials for a 
number of narrowly defined industries make possible a more precise 
and intimate portrayal of the essential characteristics than is possible 
from census data (including unpublished census materials) or other 
sources of information. The commodity areas for which OPA materials 
of this sort are extensive include: processed fruits and vegetables, . 
edible vegetable oil products, tobacco products, breakfast cereals, cotton — 
textiles, electrical appliances, floor coverings, rubber tires, automobiles, 
farm machinery, steel , lumber, and building materials. Commodity areas ` 
for which information is less complete include apparel, shoés, malt _ 
beverages, meat packing, jeweled watches, and furniture. 

C. Intensive Studies of Price Policies in Particular Industries. In 
addition to materials on industry organization which in themselves are 
essential for research in price policy, other basic information for the 
study of price policies such as price structure and product differentia- ` 
tion, cost characteristics, differential profit experience of firms in the 
industry, and business practices, including resale price maintenance, 
are available-with sufficient accuracy and detail to form the core of 
research on price policies for many industries. Among commodity areas 
where this information is most extensive are tobacco products, break- 
fast cereals, edible vegetable oil products, electrical appliances, floor 
coverings, rubber tires, cotton textiles, and work clothing. Less complete 
‘but valuable information of this sort is available with respect to such 
industries as furniture, men’s apparel, a variety of grocery specialties, 
processed dairy products, leather shoes, and rubber footwear. F 

D. Research of a Particular Phase of Industry Structure or Price 
Policy for a Number of Industries. As distinct from intensive studies 
of structure and pricing in particular industries, research workers who 
are making a comparison among a number of. industries of a phase of 
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industry structure or an aspect of price policy will find in OPA files 


much relevant information on a large part of manufacturing. Some 
' of this information can be found in memoranda and briefs. Where it is 
necessary to go to basic records, some types of information, such as 
facts on the trade discount, use of list prices, and geographical -price 
practices, can be gleaned fairly rapidly. Less plentiful and less easily 
dug out would be such information as prices for private label as opposed 
to manufacturers’ brands, the volime of sales by distribution channels 
or indicators of price leadership. 

E. Research into the Distributive Trades. beani: so many of the 
research areas referred to here are pointed toward the manufacturing 
industries, most of the material bearing on the distributive trades are 
` brought together under this one topic. OPA files record much about the 
organization, margins, costs, profits, sources of supply, and competitive 
position of various distributive trades, and shows some effects of the 
war on the distribution process. OPA materials are most abundant with 
‘respect to consumer goods—food, apparel, furniture and house furnish- 
ings, electrical appliances, and automobiles. 

F. Studies of Vertical Relationships in the Economy from Raw 
Material to the Consumer for Certain Sections of the Economy. OPA 
materials portray much of the institutional characteristics, costs, price 
relationships, and trends in the vertical structure of industry and war 
effects thereon. Furthermore, because of the detailed breakdown of 


costs, including materials costs, for a number of products, or product | 


“groups, together with a fairly clear picture of vertical relationships of 
the various levels between raw materials and the consumer, some studies 
of the vertical flow of goods and reverse flow of payments could be 
carried out by use of these data. Examples would be apparel, food, 
furniture and house furnishings, automobiles, and appliances. 

G. Profit Studies. Analyses of the profit record of firms, classified 
on several bases such as by size, by type of products, by character of 


price structure, or by degree of vertical integration may be made for a ' 


considerable part of the economy by use of OPA data. If the researcher 
will utilize the qualitative material in OPA files he may be able to avoid 
pitfalls which sometimes mar such analyses. By becoming familiar with 
what firms produce, how they sell, what lines are most profitable, etc., 
a more reliable analysis can be made than by simply throwing firms 
together just! because they produce similar goods in part. 

H. Cost Studies. Av limited amount of the information needed for 
certain types of cost studies could be drawn from OPA records. Un- 
fortunately the data bearing on the relation of change of volume rate 
and unit costs is not extensive and in some cases was distorted by war- 


time influences. Data on. the relation of size of plant or firm to costs _ 
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are more abundant and some of them are being summarized. In some 
instances geographical differences in costs would be compared with 
price differences. Here and there increases in labor costs for specific 
products can be compared with changes in wage rates. Most frequently, 
the investigator would have to be content with change in labor cost as 
a percentage of total cost or net sales for business as a whole, which 
data may be useful for some purposes but not for the ordinary produc- 
tivity study. Data on manufacturers’ distribution expenses, usually in | 
great detail for one year only, may be useful for studies in that area. 
There is, however, considerable variation in the extent of break down 
of these costs and there is not uniformity in classification among in- 
dustries surveyed. 

I. Studies of the Competitive Position of Firms. In a number of 
industries the competitive position of firms as shown by their profit 
record and related indicators of success could be related to the price 
policies, sales policies, product lines, degree of integration, and size of. 
the firms. 

J. Regional Studies. Research on that part of an industry located 
within a region, or a study of the economy of whole regions, could be 
facilitated by the use of OPA information, not only in the sense of pri- 
mary data about that part of various industries which is located in the 
particular region, but also by OPA’s studies on and experiences with 
geographical differences in the structure of prices, business practices, 
and perhaps in costs. 

K. Studies of Comparative Living Costs. For geographical and size- 
of-community comparison of prices and living costs and, in particular, 
their relation to pricing policies of manufacturers and to distributive 
margins, OPA’s records contain much new material. 


III. The Use of the Records: A Proposal 


It now appears quite certain that practically all of the useful informa- 
tion in the OPA files will be preserved and be turned over to the 
National Archives. Furthermore the plans call for storing at least most 
of the preserved files in the Archives Building. 

Although the OPA staff, in the dying days of that agency, have sorted 
their voluminous files according to instructions and placed them in 
folders under a system of identification, the work is being done in such 
haste and with such inexperienced personnel that one cannot expect 
that the files will be arranged in an ideal fashion. Furthermore even . 
after this job is finished, months will be required to transfer the numer- 
ous truckloads of boxed materials to the Archives Building (including 
the shipment of field records to Washington) and to arrange the file 
boxes in Archives’ stacks. 
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These are time consuming mechanical steps in making records ready 
for use: they are minor.compared to the troublesome question of who 
may use these records. Information about an individual firm’s business 
—costs, profits, sales, production margins, discounts, prices (except 
retail), etc.—is confidential. In no event may data about an individual 
company be disclosed by those who have access to the records. At this 
writing no definitive decision has been reached concerning who may 
legally have access to these records. The status of the personnel of most 
governmental agencies—those without the right to subpoena records 
of business—is similar to that of individual research workers. There 
is reason to hope that the administrative rulings based on the relevant 
statutes will be favorable so that, with proper safeguards to prevent 
misuse or disclosure of confidential information, responsible persons 
engaged in objective research may have access to these records. 

Considering both physical and legal difficulties of getting access to 
these records, the subcommittee has concluded that only limited use 
of these materials will take place unless steps are taken to put the 
information in a more easily available form. Therefore the subcom- 
mittee recommends that a sizable project be set up for the purpose of 
drawing the more valuable information from these records which should 
then be published in the form of a book of research materials. Only in 
small part would the book consist of edited taterlals from OPA Mes; 
in large part it would consist of summaries of quantitative information, 
portrayals of relationships, and concise statements of qualitative evi- 
dence found by the staff of the project. In statistical summarization, it 
would go far beyond the present data analysis project, particularly in 
analyzing data bearing on price making for particular commodities. 

The committee urges that two steps be taken: First, a determination 
should be made as to whether a nongovernmental research agency could 
undertake such a project in light of the restrictions on access to these 
records. Second, after a conclusion has been reached on this point, a 
decision should be reached as to whether a governmental or nongovern- 
mental agency should undertake the project. Then formal steps should 
be taken to interest appropriate agencies. A more detailed description 
of the proposal, together with an estimate of personnel needs and some 
tentative suggestions of method for carrying out the work, has been 
submitted to the Research Committee of the Association. 

= 


WAR AGENCY RECORDS CONCERNING PETROLEUM 
AND SOLID FUELS’ 


Our initial task has been to determine the scope and content of war 
agency records bearing on fuels, and the extent to which they may 
contain statistical and other data potentially useful in economic re- 
search. We have by now secured a concise summary and analysis of 
the coal and petroleum records of the Office of Price Administration, 
exclusive of materials on ‘rationing, together with certain generally 
available information on related records in the Bureau of Mines and 
other permanent agencies. We are currently trying to arrange for 
similar inventories of the surviving records of the Petroleum Adminis- 
tration for War, the Solid Fuels Administration for War, and other war. 
agencies. 

The most promising body of material on hand in the OPA files con- 
cerns bituminous coal. For the bituminous coal mines of the United 
States there is, according to our information, a practically complete 
file of monthly reports, from August, 1943, to September, 1946, cover- 
ing production volume, costs and their components, and sales realiza- 
tion. Such information is available for individual mines, and also in 
monthly, quarterly, and annual summaries and in various work sheet 
analyses. Data on new mine openings are also available. When these’ 
OPA data are taken in conjunction with similar data for the period 
from 1938 to 1943 in the hands of the Bituminous Coal Division of the 
Interior Department, we have a continuous and detailed record, extend- 
ing over almost a decade, of production, cost, and price data for the 
individual firms of this extractive industry. 

The considerable research potentialities of this mass of data seem 
quite obvious. The bituminous coal industry has been of salient im- 
portance in the American economy for more than a decade. It has been 
something of a leader in price and wage policies, a principal arena of 
industrial unionization, and a major industry operating under the pro- 
tection of minimum price control. If the data referred to were taken 
together with what might be secured from other sources, they could 
provide the basis for a broad and penetrating economic inquiry. This 
might consider not only such relatively technical matters as cost-price 
relationships and their movement over time, but also the impact on 
price, output, cost, and efficiency of the sequence and combination of 
minimum price fixing, strong union pressure on wages, and wartime 
expansion. Much of the relevant material is preserved in the records 
of permanent agencies. A significant and perhaps strategic increment 


*The members of the Subcommittee on War Agency Records Concerning Petroleum and 
Solid Fuels are W. E. Hoadley, J. P. Miller, and J. S. Bain, Chairman. 
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to that material, hasan is fourid in OPA records: Our subcommittee 
therefore urges that the OPA file on bituminous coal production should 
be maintained intact until appropriate research use of these data can 


be arranged, We take this opportunity to call the attention of inter-: 
ested parties to this unique and valuable file of information on an indus- . ` 


try which has regularly posed important problems of public policy. 

> Mention should also be made of OPA records pertaining to anthra- 
‘cite coal mining and to the retail distribution of coal. On anthracite 
mining there are data similar (with minor, exceptions) to those available 


for soft coal and extending from 1941 to September, 1946, together _ 


with. periodic summaries. Although these anthracite records are not so 
extensively backed by records antedating the OPA as are the soft coal 
records, they offer a possible basis for research on output, cost, price, 
and profit relations in the anthracite industry, with particular attention 
to the effect of differences in the situation and size of firms and of 
various changes over time in other price determining variables. . 

Data on the retail distribution of coal are of a more fragmentary 


nature. There is, however, for'a sample of about two hundred coal 


, dealers, a file of returns showing sales, expenses, and profits from 1941 
to 1945. These’ returns have been tabulated. In addition, of course, 
‘there is a volume of documentary and statistical niaterial bearing on the 
fixing of dollars-and-cents ceilings for individual areas. Although there 
are probably not enough statistical data here to serve as the basis for 
'a broad survey of coal distribution, some interest might attach to a 
case study of the fixing of retail coal prices, based on the available 
material. We feel that the nature of the data available should be brought 
to the attention of economists. 

The materials available on the petroleum industry are voluminous 
and more. various, but on the whole much less encouraging to the 
potential research scholar. This is largely because there are no complete 
-running series ‘of basic statistical and accounting information. Most of 
the statistical data are contained in a large number of reports and 
.studies prepared for spécial purposes, and individually limited in cover- 
age to certain time periods, geographical areas, or groups of firms. It 
may be nevertheless useful to review briefly the main categories of 
information available. 

‘One body of material includes the transcripts of a number of meetings 


held by OPA with various groups of petroleum industry representatives - 


between May, 1941, and June, 1942. These meetings concerned various 
issues raised by the imposition of price control and its adjustment to 
developing war conditions. This file is supplemented for a later period 
(1945 to 1946) by a number of reports, some including statistics of 
cost, submitted by industry advisory committees. These files should 
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furnish a useful mine of information for the student of the workings 
of wartime price regulation. Of similar interest is a file of reports, 
briefs, memoranda, and so forth submitted by industry sources, 
ordinarily in support of special pleas for various adjustments. These 
usually contain cost and profit data of some sort, but they generally 
apply to limited groups of firms, geographical areas, and periods of 
time. Although the statistical record contained here is extremely frag- 
mentary, some of the fragments may reveal information of a sort not 
ordinarily available. Finally, there are the results—most of them tabu- 
lated—of a considerable number of surveys conducted by OPA on such 
subjects as the earnings of integrated companies, costs and prices in 
fuel oil distribution, profits of crude oil production, and refinery costs 
and margins. These are supplemented by a number of tabulations of 
the financial data of various groups of firms, mostly for the prewar 
period and drawn principally from internal revenue sources, For limited 
time periods, areas, and samples of companies, there are a good many 
data here which have not been generally accessible and which would- 
be very useful in a general analysis of the petroleum industry. Except 
for the financial data from tax sources, however, there is a lack of 
complete coverage and of continuous series, and many shortcomings 
resulting from failure of firms to reply adequately to questionnaires. A 
comprehensive study of petroleum prices and costs could probably not 
be supported by this file. However, there is some information which 
would probably be valuable to a student who could draw heavily on 
other sources. 

After calling attention to the nature of these petroleum records, it is 
not easy to formulate recommendations for their preservation and use. 
Additional research on the price-control experience of the war period 
will undoubtedly be undertaken, and deservedly so. For such retro- 
spective analysis in the area of petroleum, the complete file described 
is the main source of primary data. For economic analysis of contempo- 
rary or more general orientation, at least some of the statistical surveys 
described would be useful, but they would require much supplemen- 
tation. 


The preceding brief outline of the content of OPA price records on 
fuels has presented our general ideas on the utility of these records in 
research. Very active encouragement of early use of the materials on 
coal production seems desirable, and some further consideration of the 
appropriate use of petroleum records is probably in order. 

The subcommittee has considered the desirability of facilitating the 
use of the coal data by securing the co-operation of a responsible re- 
search foundation. Such a foundation might prepare comprehensive 


WARTIME MATERIALS IN THE FIELD OF LABOR? 


The Subcommittee on Labor was instructed by the Chairman of the 
Committee on Research “to canvass the available materials [of the 
various agencies concerned with labor in the war program] .. . to 
describe them to the members of the Association, and to tell them how 
they can be used most profitably.” The Chairman also expressed a desire 
that the subcommittee discuss the research needs of scholars and make 
whatever suggestions it might care to for the advancement of economic 
research in the field of labor. 

The members of the subcommittee were unanimously of the opinion 
that we should not undertake to carry out the latter part of the instruc- 
tions at this time. We were of the opinion that this is a subject which 
would require more thoroughgoing consideration than we would be able 
to give it, and we suggest the appointment of a committee which can 
study it more carefully and at greater length. Accordingly, we shall con- 
fine our attention to canvassing and describing some of the materials 
relating to labor which emanated from the various agencies, and to 
suggesting some of the uses to which they may be put. 

Even so we can do no more than touch on them. Almost every 
governmental agency, both permanent and wartime, which had any 
part in the war effort was concerned, in one way or another, with labor. 
The most complete list of such agencies of which I am aware was 
submitted by the Director of the Bureau of the Budget to the Select 
Committee investigating the seizure of Montgomery Ward & Company. 
This list, together with a thumbnail sketch of the jurisdiction of the 
agencies and their duties, is to be found as an appendix to the Commit- 
tee Hearings, and is set forth in nearly twenty pages of fine print. 

The subcommittee had neither the time nor the facilities to explore 
the records of all these agencies. Consequently this report leans heavily 
on a compilation of agencies, their activities, and records which was 
secured for our use by Mrs. Aryness Joy Wickens and Mr. Milton 
Derber of the United States Bureau of Labor Statistics. It is descriptive 
rather than analytical, and should be considered as a preliminary, 
exploratory survey. We believe this subcommittee should be continued, 
or another appointed, to achieve more fully the ends sought by the 
Chairman of the Research Committee. 

The subcommittee was of the opinion, that to carry out the instruc- 
tions of the Chairman, as thus delimited, it should attempt: (1) to 
indicate the principal agencies which were concerned with labor during 

*The members of the Subcommittee on Labor and Manpower Problems are L. G. 


Reynolds, R. A, Lester, W. R. Leonard, Clark Kerr, C. L. Christensen, W. W. Bakke, 
J. D. Brown, A. J. Wickens, P. A. Dodd, and H. D. Wolf, Chairman. 
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the war; (2) to indicate the kinds and general nature of the records, 
reports, studies, etc., got out by the various agencies, and their present 
location, if possible; (3) to note that all agencies, both permanent and 
wartime, are preparing histories, termination reports, etc., that these 
at present are in varying stages of completion, and when and if com- 
pleted, will vary widely in scope and general usableness; (4) to note 
the plans of the National Archives for the preparation of guides to the 
records of the various agencies which will “extend, supplement, inte- 
grate and make available the information about the records of the 
government’s wartime experience. . . .”; and (5) to suggest some re- 
search areas and topics where we think war records may be used advan- 
tageously, and others which we think should be avoided by the in- 
dividual research students. ; 

It is obvious that it would be undesirable, even if it were possible, 
to list here those agencies found by the Director of the Budget to have 
dealt with labor during the war. Nor would such listing give any idea 
of the types of materials to be found in their files, or in the files of their 
successor agencies, or of the National Archives, as the case may be, 
except as might be inferred from the brief description of their activities. 

A more useful list, although at present incomplete, is that compiled 
by Mrs. Wickens and Mr. Derber. This compilation not only lists the 
agencies and indicates their fields of activity but also sets forth in 
considerable detail the kind and content of records developed by them 
and where they are to be found. It is deserving of more extended treat- 
ment than can be given here. It is at present largely in typed form, 
although it contains some mimeographed and some printed materials, 
mainly bibliographical. If this compilation could be completed and 
published as a special bulletin or otherwise made available to students 
working in the field of labor, it would serve as a useful guide to agency 
materials, at least until the program of the National Archives is more 
fully developed. 


Topics and Materials l 


_One of the problems which the subcommittee faced was how to 
reduce the existing voluminous and heterogeneous mass of materials 
to reasonably manageable proportions. It was thought that perhaps 
both agencies and records might be approached by considering them 
in relation to the three broad fields of manpower, wages, and labor 
relations. We shall attempt, therefore, to suggest some possible areas of 
research within each of these fields, and to indicate some of the wartime 
materials which are available. 

Before doing so, however, it may be well to distinguish between the 
individual research student—perhaps a graduate student concerned 
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with a doctoral dissertation—and a foundation or other organization 
equipped, financially and otherwise, to carry on research on a broader 
and more comprehensive scale. We are thinking here of the former type 
of researcher rather than the latter. 

Such a student should avoid the temptation of attempting to write 
a history of an agency. Histories of agencies, as already pointed out, 
are now being written by people who had a part in their development 
and administration, and who are intimately acquainted with and have 
ready access to the records. Likewise, the subcommittee believes that 
the student in this field should concern himself with the functional 
rather than with the structural aspects of the various agencies. We 
especially wish to emphasize the desirability of careful studies of eco- 
nomic developments which took place in local areas. Not only is it 
impossible to measure the degreé of success of a given program until 
careful, detailed studies of a local nature have been made, but the 
student will often find much of his essential data only in the local areas. 

I. Manpower. Turning now to the field of manpower, a number 
of questions of a general nature having to do with such matters as re- 
cruiting, training, placement, and housing of workers suggest them- 
selves. What were the manpower requirements of a given area? What 
was the supply and what was its composition? What were the sources 
from which additional workers were drawn? How much migration 
was there into and out of the area? What movements of labor went on 
between plants? To what extent was the wartime distribution of the 
labor force brought about by “normal” economic inducements, such as 
wage differentials, and to what extent by direct regulations through 
Selective Service and War Manpower regulations? Were the War 
Manpower controls really effective, or were there enough loopholes so 
that a man who was really determined to change jobs could do so? 
How successful was the use of prisoners of war in supplementing agri- 
cultural manpower needs? What about the use of foreign labor? What 
effect did the war have on the position of minority groups? , 

Answers to these and similar questions can be found only in part in 
the records of the headquarters or regional offices. The information 
secured there must be supplemented in many instances by going to the 
area office records, if and where such still exist, and by interviewing 
local officials. A great deal may be learned from company employment 
records, and from discussions with personnel people and union officials 
who watched and participated in the wartime program. 

Another interesting area within this general field embraces the war- 
time training programs. How effective were these programs, the 
E.S.M.W.T. program, for example? Records in the Office of Education 
and in the files of the co-operating institutions would yield information 
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on numbers, types, and content of courses offered, numbers and com- 
position of classes, etc., but to find out more about the effectiveness of 
the program—whether or not those persons participating in the program 
derived any substantial benefits, direct or indirect—it would be neces- 
sary to interview those persons, the instructors, and the local adminis- 
trative officers responsible for the program. One incidental but very 
real contribution which this program made in North Carolina was the 
establishment of closer relationships between the industrial and busi- 
ness interests of the state and the co-operating educational institutions. 
This has carried over into the postwar period and holds much promise 
for the future. It is an interesting and important development in the 
life of the state, but it could not be discovered in the files of the agency 
either in Washington or in the local areas. This emphasizes further the 
desirability of careful area studies, and of supplementing official records 
with personal investigation. 

The subcommittee was of the opinion that questions such as the fore- 
going might suggest fruitful areas or even topics for research in this 
field. If some such topic were selected, the topic itself might suggest 
the agency responsible for the program in which the researcher was 
interested. On the other hand, it might not. In any case he might find 
that he need concern himself with not one but with a number of agencies 
whose programs might have a bearing on his subject. To name only a 
few, the War Manpower Commission, the USES, the Department of 
Agriculture, the War Production Board, Selective Service, the Office of 
Education, and the War and Navy Departments were among the more 
important agencies whose programs were concerned with the broad 
field of manpower. f 

A. War Manpower Commission. Since the War Manpower Com- 
mission was the agency chiefly responsible for meeting the coun- 
try’s manpower needs, it has been selected to illustrate the nature of 
the materials which the research student might expect to find in this 
field. The language used here was cribbed, where possible, from the 
Wickens-Derber compilation, and is that of the agency itself. 

Of the many series of reports of the War Manpower Commission 
listed and described in the inventory, only two or three can be men- 
tioned here. And while the research student might have reason to con- 
sult the materials under the other headings, he would probably find 
those under Basic Source Materials and Analytical Reports of greatest 
interest and use. 

1. Basic Source Materials. The basic source materials consist of, 
first, a number of different types of reports gathered from individual 
employers; second, activity reports of local USES offices; and third, 
Manpower Utilization Studies. 
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The basic report from which area and industry labor market develop- 
ment reports were prepared was identified as ES-270-Employer De- 
mand Schedule. A detailed schedule was obtained once a month from- 
each plant engaged in each of the more important war production pro- 
grams. It included a full statement of the plant’s recruitment problems, 
manpower needs, turnover, absenteeism, starting wage rates, etc. 

A similar report was obtained bimonthly from about 18,000 em- 
ployers and government establishments which were responsible for the 
bulk of the nation’s war production, as well as from principal em- 
ployers in nonwar production, manufacturing, extractive, or transporta- 
tion industries. From these schedules a more detailed analysis of the 
manpower situation by production program and by important labor 
market areas was prepared for reference of procurement, production, 
and other war agencies. This reporting program included over 75 per 
cent of the total employment in all manufacturing industries, and about 
99 per cent of total employment in aircraft, shipbuilding, small arms, 
and ammunition. Reports from many firms are continuous from 1941 to 
V-J Day, and are on file at the Washington office, in the state offices, 
and in the local offices in the communities in which the establishments 
are located. A biweekly report of schedules, collected from employers 
producing a highly critical “must” item who were behind in their pro- 
duction schedule or were threatening to drop behind because of man- 
power reasons, was issued during the last year of the war. These re- 
ports covered several hundred establishments, and ran from December, 
1944, to June, 1945. They are to be found in USES headquarters and 
in most state offices. 

These reports, together with the Activity Reports of the local USES 
offices, the Monthly Report of Available Labor Supply, and the Weekly 
Interregional Recruitment Reports should prove highly useful to the 
research student who is interested in local, area, and regional research. 

The Manpower Utilization Studies were conducted by WMC utiliza- 
tion specialists seeking to maximize the productive use of labor and to 
strengthen worker morale during wartime. Full utilization surveys, 
which originated in “problem” plants important to the war production 
program, involved investigations of the impact of Selective Service 
withdrawals on staffing and continued operations, turnover, absentee- 
ism, production methods, labor productivity, in-plant and out-plant 
conditions, personnel practices, plant organization, selection and as- 
signment of workers, training programs, and management-labor rela- 
tions. Over three hundred such surveys were made, approximately 
one hundred covering major establishments in large metropolitan areas. 
The coverage includes all types of industries and establishments such 
as shipyards, ordnance centers, airframe assemblies, modification 
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centers, as well as basic metal’ producers, machinery manufacturers, 
etc. These reports are generally very detailed and documented. 

2. Analytical Reports. Among the Analytical Reports, those supply- 
ing area labor market information would seem of major importance. 
These labor market area analyses were prepared irregularly during 
the early part of the war, but appeared bimonthly after December, 
1943. They covered some three hundred major areas, and, in addition 
to the demand and supply analyses of manpower, present and prospec- 
tive, dealt with such matters as on-the-job training and in-plant per- 
sonnel practices, and the impact of such factors as housing, trans- 
portation, and community facilities on prospective in-migrant job- 
seekers and on the local labor force. These reports furnished the basic 
data on changing labor market conditions from which the War Man- 
power Commission and other government war agencies, concerned 
with manpower in specific localities, developed and evaluated policies 
and programs. 

II. Wages. A number of suitable topics, both general and specific, 
suggest themselves in the field of wages and earnings. What were the 
effects of the wartime wage policies upon the Southern textile indus- 
try? What were the economic effects of the wartime narrowing of 
intraplant differentials in selected low-wage industries? What was the 
influence of the War Labor Board on the internal wage structure of 
individual plants? On industry-wide wage structures? How did incen- 
tive plans, introduced during the war work out? What were the prob- 
lems connected with the application of wage controls to seasonal 
workers in agriculture? What effects did the policies of the War Labor 
Board have on interregional wage differentials? To what extent and 
how were wage controls, which interfered with the manning of plants, 
circumvented? How adequate were the Bureau of Labor Statistics 
data for wage determination? j 

Many studies in this field might well be carried on into the postwar 
period. For example, problems incident to readjustments of wartime 
wage structures to “normal” wage relations. It appears that in some 
cases incentive earnings in war plants got entirely out of line with 
earnings in plants which continued on civilian production under OPA 
ceilings. Some of the latter plants, which had prided themselves on 
being wage leaders in prewar days, were down toward the bottom of 
the area wage structure by the end of the war. Wage structures are 
now probably moving back closer to the prewar relationships, but 
they are causing problems for both management and unions. 

_ Inthe field of wages, the principal agencies responsible for the wage 
stabilization program were the National War Labor Board, the Treas- 
ury Department, the War and Navy Departments, the Department of 
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Agriculture and the National Railway Labor Panel. Other agencies, for 
example the War Shipping Administration and the Maritime Commis- 
sion, collected and analyzed wage data in their respective fields. The 
normal peacetime fact-finding and restarch activities of the Bureau of 
Labor Statistics were greatly expanded during the war when it became 
the research agency for the OPA, the War Labor Board, the Army Air 
Forces, the Navy and the Maritime Commission, and other agencies 
to a somewhat lesser degree. 

TII. Labor Relations. The principal agencies operating in the field 
of labor relations were the Conciliation Service of the Department of 
Labor, the National Defense Mediation Board, the National War Labor 
Board, the National Labor Relations Board, and the labor divisions of 
the Army and Navy. 

Among the many topics or areas of research in this field which might 
be profitably explored are the following: What were the postwar 
effects of wartime policies on labor relations, labor practices, and labor 
agreements in selected areas or industries? How was the area of col- 
lective bargaining affected in the National War Labor Board’s deci- 
sions? How successfully did the joint union-management committees, 
promoted by the WPB, function in maintaining morale and harmonious 
labor relations and in stepping up production? What effect did the war 
have on the status of union leaders in the plant and community, and 
how far has this improved status been carried over into the postwar 
period? What methods were used at the plant level to ward off 
threatened stoppages, or to get production going again after stoppages 
had occurred? Here again, it will be noted, are opportunities for re- 
search which combine records of the war agencies with personal in- 
vestigation in the local plants, areas, and industries. 

A. The National War Labor Board. Since the National War Labor 
Board was of major importance in both the fields of wages and labor 
relations, to economize time only, its records will be cited to illustrate 
the nature of the materials to be found in these fields. 

1. Case Materials. War Labor Board materials may be divided into 
two main categories—case materials and noncase materials. The for- 
mer consists of the Prime Case Files for both voluntary and disputes 
cases of the National Board, the Regional Boards, and the several com- 
missions. The Prime Case File contains all the information in a given 
case, whether dispute or voluntary, except the transcript of the hear- 
` ings, if hearings were held, and the transcript of the executive session 
of the Board. This would include, in a dispute case, the certification by 
the Conciliation Service, the panel or hearing officer’s report, the briefs 
submitted to the panel by the parties, the panel’s recommendations, 
perhaps objections to the panel’s recommendations by one or both 
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parties, staff analyses of wage issues, if wages were involved, and final 
Board action embodied in a directive order. The opinions of the Board 
members in major policy-making cases are especially deserving of at- 
tention. 

The wage data in the Board’s files, while often disappointing in a 
given case, offer a rich field for research. The data submitted by the 
parties, data collected and compiled by the Board and its agencies for 
bracket construction and other purposes, supplemented by the regular 
studies and special studies and surveys by the Bureau of Labor Statis- 
tics, constitute the most comprehensive and complete body of wage data 
to be found. This is not to say that it will satisfy all the needs of the 
researcher, but it seems safe to say that nowhere else will he find as 
much material, reduced to an average hourly and straight-time hourly 
basis for separate classifications of skills, plants, companies, labor 
market areas, and even industries and major segments of industries, 
as here. Much of it goes back to January, 1941, and even before, offer- 
ing an opportunity for study of trends, comparisons as between plants, 
industries, regions, etc. The wage theorist as well as the student con- 
cerned with such specific topics as were suggested above will find this 
field well worth cultivating. 

The files of the War Labor Board offer a no less fruitful source of 
materials for the researcher interested in the “fringe issues,” as well 
as the strictly nonwage issues such as union security, grievance ma- 
chinery, and innumerable other matters which give rise to disputes. 

All prime case files of the National Board and the commissions have 
been deposited with the National Archives, as have all prime dispute 
case files and 10 per cent of the voluntary Prime Case Files of the re- 
gional boards. The remaining voluntary Prime Case Files of the regional 
boards have been, or will be, destroyed. Verbatim transcripts of National 
Board sessions and transcripts of all public hearings, as well as daily 
minutes of the National Board, the regional boards and commissions 
have also been deposited with the National Archives. Clearance must 
be obtained from the National Wage Stabilization Board before any 
of the above materials can be made available to the public. 


2. Noncase Materials. Noncase materials, other than transcripts and 


minutes, include Basic Board Documents such as the various manuals, 
reports, and memoranda for the use of the Board staff, Bracket Sum- 
maries, Policy Development of Regional Boards, etc. Important among 
these documents are the Wage Report to the President on the Wartime 
Relationship of Wages to the Cost of Living, February 22, 1945; the 
Report on the Activities of the War Labor Board in Carrying Out the 
Stabilization Program, April, 1944, prepared for the House Committee 
on Banking and Currency; and the Monthly Report to the Senate 
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of the National War Labor Board. These materials, along with a con- 
siderable number of special studies have been sent to a large number 
of universities throughout the country and will be found in the Na- 
tional Archives. 

A Termination Report of the National War Labor Board is now in 
preparation and it is expected that it will appear sometime this year. 
It will contain a comprehensive statement of the history and policies 
of the Board and will serve as a guide to the work of the Board. In 
the meantime, the War Labor Reports, published by the Bureau of Na- 
tional Affairs, is an invaluable tool to the student who wishes to use 
the War Labor Board records. 


Conclusion 


An attempt has been made here to suggest some appropriate subjects 
for research in the field of labor, utilizing war materials, and to indicate 
the general nature and the present location of the materials of two 
major agencies operating in this field—the War Manpower Commission 
and the National War Labor Board. What about other agencies and 
their materials? Where are they to be found? How is the researcher to 
go.about locating them, getting some idea of what they contain, and 
gaining access to them? 

The subcommittee has not obtained information on the materials of 
some agencies. It seems likely that some have done little, if anything, 
as yet, for various reasons, including the problem of declassification, 
to make their materials either usable or obtainable. Others—the War 
Production Board, for example, whose records are at present in the 
Office of Temporary Control—have done a great deal. This agency 
appears to have done a noteworthy job in selecting, screening, and cata- 
loging its materials. Whether originated by or accumulated by the 
Board, this material has been filed as a unit regardless of the particular 
office in which it was initially filed. Records concerning labor in par- 
ticular industries, such as aircraft labor, shipbuilding labor, etc., are 
filed with the subject industry, with labor centralized as a subdivision 
thereof. The entry to such material is through the index under par- 
ticular industry subjects. 

It was suggested above that the topic or area of study will probably 
suggest the agency or agencies to which the student will turn. An in- 
quiry addressed to the records officer of the agency should give the 
inquirer considerable information about the kinds of records the agency 
developed and maintained, where they are, and how to go about getting 
them. If the agency has been terminated, its records will probably be 
in the files of the successor agency, if any, or of the National Archives. 
Whether the materials have actually been transferred to the National 
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Archives or not, the Archivist is in a position to know where the mate- 
rials are and to give the inquirer considerable information about them. 
Inquiries addressed to persons who occupied or still occupy key posi- 
tions with the agency should be a fruitful method of getting answers 
to these questions. Such persons would know better than anyone else 
the opportunities which the materials offer for research and their 
limitations. 7 

The histories, handbooks, termination reports, etc., when available, 
might well be taken by the student as a starting point in his research. 
They will not only help orient him in the field in which he is going to 
work, but will offer helpful suggestions about the records and the 
basic data gathered and processed by the agency. They will also act as 
a guide to this material, for it must be remembered that it was not col- 
lected and arranged with the needs of the researcher in mind, but to 
shape policy and to administer the program for which the agency was 
responsible. f 
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ECONOMIC RESEARCH OF INTEREST TO THE 
DEPARTMENT OF STATE 


By Warren S. HUNSBERGER 
Depariment of State 


I. The Research Organization of the Department of State 


Among the numerous urgent needs of the United States Government 
during World War II was a large volume of information and interpreta- 
tion with respect to foreign areas, international economic and political 
problems, and the current and prospective results of United States 
policies and actions. This need was extreme, both in immediacy and in 
importance, but there existed only a limited body of knowledge and 
understanding on these matters, and at first there was neither the 
organization nor the personnel ready to obtain the information and 
provide the answers required. Many of you took part in the energetic 
efforts of one or another government department or agency to provide 
the necessary answers in such forms as surveys, analyses, interpreta- 
tions, estimates, and projections. All of you are familiar with the impor- 
tance of this paper work to the procurement of necessary materials from 
abroad, the equipping and supplying of United States and Allied armed 
forces, the satisfaction of civilian requirements, the drying up of 
enemy sources of supply, the selection of economic targets for military 
action, and in fact to practically any strategic move. 

At the time of the surrender of Japan there were organizations 
within many departments and agencies in Washington equipped to 
provide the -type of answers required for policy formulation and imple- 
mentation. There was also a wide realization of the fact that the foreign 
relations of the United States now require much more research than | 
was being conducted during the years prior to the Japanese attack on 
Pearl Harbor. Such research is needed both for the current operations 
of the government and as protection against a repetition of the intelli- 
gence crisis that faced this country after Pearl Harbor. Economic re- 
search combines the features of strategic insurance value and current 
usefulness about as well as research in any field, since the very types 
of economic reporting and analysis that are most necessary for strategic 
security are in many cases also of most value in interpreting current 
problems and the effects of the various courses of action that are 
open to our government. 

The Department of State was designated by the President to take 
over the personnel, files, funds, and some of the functions of certain 
wartime agencies or parts thereof, including the Office of War Informa- 
tion, the Foreign Economic Administration, and the Office of Strategic 
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Services. The Research and Analysis Branch of the Office of Strategic 
Services at the time of its transfer on October 1, 1945, was an organiza- 
tion of some eight hundred persons, including area specialists, geogra- 
phers, political scientists, economists, anthropologists, and a variety 
of other specialists in research on foreign areas and problems. This 
organization became the nucleus of a new research organization that, 
after fifteen months of scaling down and reorientation, is now func- 
tioning as an integral part of the Department. 


Central responsibility for research in the Department and for liaison © 


with other departments, agencies, and organizations- concerned rests 
with the Special Assistant to the Secretary of State for Research and 
Intelligence, Mr. William A. Eddy. Under Mr. Eddy are two offices: 
the Office of Intelligence Research, which engages in research, and the 
Office of Collection and Dissemination, which engages primarily in 
servicing functions. Within the first of these offices are five research 
divisions. Four of them deal with particular parts of the world; namely, 

. the other American republics, Europe, the Far East, and the Near East 
and Africa. The fifth is the Division of International and Functional 
Intelligence, which engages in research on certain international and 
functional problems, to date mostly economic, supplementing the area 
work of the area research divisions. All five of the divisions mentioned 
focus attention upon conditions, trends, problems, and policies in 
foreign countries or in the world at large. These divisions do not do 
research on conditions in the United States. Neither do these divisions 
ordinarily direct their research toward past United States policy; 
such research is done in the Division of Historical Policy Research, 
which is part of the Department’s Office of Public Affairs. - 


II. Research Needs of the Depariment of State 


As the arm of the United States Government principally concerned 
with foreign policy, the Department of State has interests and responsi- 
bilities as broad as human experience; as deep as human suffering, 
ignorance, prejudice, and selfishness; and as extensive as the earth 
itself. There are few subjects not purely domestic or technical that 
bear no significance for the work of the Department. Because of this 
tremendous range, the Department is required to make decisions on a 
very wide variety of questions. Few questions can be answered without 
dependable and specific information. Many questions require in addi- 
tion to specific facts an understanding of very complex backgrounds. 

To provide the material essential to a decision on a complex question, 
especially one of major significance, requires considerable effort and 
often calls for reports and studies from foreign service posts, other 


government departments, and the research organization of the De-- 
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partment to support the staff work of the divisions engaged in the 
discussions and negotiations leading to the decision. Needless to say, 
much of this work is done under extreme pressure, often with a good 
deal less background material than would be desirable. Much of the 
necessary background material is capable of just as successful assembly, 
organization, and analysis in the universities and other nongovern- 
mental research organizations as in the Department of State or other 
government department or agency. It is a policy of Mr. Eddy, re- 
flected throughout the research organization of the Department, that 
such nongovernmental research be encouraged as far as it is appro- - 
priate for the Department to do so. The remainder of what I have to 
say concerns the types of subjects and projects that are required — 
and the possibilities of having such work done outside the government. 
The Department has no intention of doing anything that might amount 
to controlling or dictating private research. What is desired is collabora- 
tion, stimulation, and assistance. 

The most obvious research need of the Department is for informa- 
tion about foreign areas. It is at times disheartening to realize how often 
basic information is lacking and how much work needs to be done be- 
fore a satisfactory background can be built up with respect to many 
parts of the world. My own work concerns Japan, and I prefer to avoid 
stating how frequently we in the Japan Branch are unable to provide 
what is needed quickly, fully, or at all. This situation reflects no 
criticism of the able and tremendously energetic research analysts who 
struggle to provide the studies required. Rather it is a result of the 
fact that such work is basically new and that we as a nation simply 
do not yet have sufficient background in the study of this and many 
other parts of the world to be equipped with the knowledge and under- 
standing required. 

The general information needed, with respect to every part of the 
world, concerns such matters as geographic features and background; 
natural resources; population and labor force; economic structure, 

“problems, and policies; ethnic and cultural background; political struc- 
ture, forces, problems, and policies; international relations and diplo- 
matic history; and biographical information on major personalities. 
With respect to each of these general categories it is necessary to have . 
enough factual detail and sound interpretation to provide the back- 
ground required for dealing with questions as they arise. In addition, 
there are special problems with respect to many parts of the world, 
in many cases problems with long and tangled Histories. 

I should like to place special emphasis upon the importance of Ameri- 
can understanding of the Far East. This vast area of conflict, suffer- 
ing, and rising nationalism contains half the population of the world. 


684 AMERICAN ECONOMIC ASSOCIATION 


The internal pressures are high, the antagonisms intense, and the po- 
tential menace to world peace serious. We need a great deal of research 
on this part of the world. Yet only a few Americans have even the 
tools with which to carry out such research. Very few indeed are the 
economists who can handle such languages as those of Korea, China, 
Malaya, or Indonesia, to mention only four areas. 


During the war many young people got a good start on certain ms 


languages, of which Japanese is most notable among those, of the 
Orient. But such study must be carried further if scholarship is to 
profit thereby. With respect to Far Eastern areas at least, most Ameri- 
„can economic research must for the present rest on English-language 
materials. For the future we must provide extensive language and area 
training in order to remove major barriers to understanding the areas. 

In addition to studies on foreign areas as such, the Department 
needs research on a host of problems that are international in char- 
acter. The economic profession has been dealing for a long time with 
international trade and its problems, with capital movements, and with 
numerous commodity problems. These and many other familiar prob- 
lems are still with us today and promise to be sources of difficulty for 
a long time to come. Moreover, a number of new or apparently new 
problems now confront us, and all of these problems, old or new, are 
now affected by important new elements, especially the prospective role 
of international organizations. In addition , problems pertaining to areas 
under military occupation are arising constantly. 

To be more specific, one problem of paramount importance in many 
parts of the world is economic development. This problem is of partic- 
ular urgency in many parts of Latin America and in such areas as 
the Balkans, the Near East, India, Southeast Asia, and China. In these 
areas the major occupation is agriculture. Industry is relatively unde- 
veloped, as are transportation and communications. The low standards 
of living associated with these conditions contribute much to political 
and social unrest. American foreign relations and world peace and 
stability are now so much affected by these conditions that the economic 
development of such areas is of great importance to the United States. 
Consequently, it is necessary for our government to know what type of 
economic development—industrial, commercial, financial, and other- 
wwise—is feasible for each area; what capital is needed from abroad; 
what type of foreign trade development is implied, and how such for- 
eign trade fits in with oe prospective genera] development of world 

trade. 
In order to answer such questions, a broad economic study of each 
area is necessary, including such reference to noneconomic factors, 
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for instance, political instability and social cleavages, as is necessary 
to reach a practical conclusion on which United States policy can be 
based. Narrower studies dealing with specific industries or aspects of 
the problem would be useful in providing new material. After the gen- 
eral pattern of development in a particular area is projected, it is neces- 
sary to give consideration to possible sources of.capital and the timing 
« of the capital movements and trade developments projected. If a de- 
veloping area attempts to follow the example of Japan during the 
thirties in capturing export markets, our efforts at developing orderly 
international trade may easily be brought to nothing. 

Facing directly the problem of international capital movements, we 
find a variety of questions on which study is necessary for the protec- 
tion of United States interests. United States Government lending 
through the Export-Import Bank and United States participation in 
the International Bank for Reconstruction and Development and the 
International Monetary Fund, as well as the investment of private 
capital abroad, all involve many questions of United States policy on 
which the Department of State shares responsibility for decisions and 
` some questions on which the Department bears primary responsibility. 
To decide these questions it is necessary to have all the pertinent in- . 
formation concerning each ‘particular issue and concerning the im- 
plications for United States interests of each of the major possible 
decisions. 

Another question is future uses of natural rubber. On the answer to 
this question hangs the fate of a major industry in Southeast Asia, to 
say nothing of other rubber-producing areas. Should vigorous steps 
be taken to curtail the redevelopment of rubber production in these 
areas in order to avoid a market collapse in a few years? Or is there 
room for large natural rubber production in a world where synthetics 
have shown their value and economy as well as their independence of 
vulnerable lines of supply? 

Turning to problems of specific areas, there is need for serious con- 
sideration of the economic problems of the new Republic of the Philip- 
pines. The United States has a great interest and a substantial obliga- 
tion in connection with this new independent state, and large sums 
of American money are being called for. What possible solution is there 
to the present agrarian unrest? What type of industrialization would 
be sound and how should it be timed and financed? What United State 
policy should be adopted with respect to the capital needs of the Philip- 
pines, the sources of capital, the emphasis to be placed upon private 
capital, terms of loans, and plans to insure against an assumption by 
the Philippines of obligations beyond their capacity to repay? The 
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Philippine Government is now independent and free to make its own 
decisions, but the econumic problem of the Philippines is a very diffi- 
cult one and the United States is deeply committed to assistance. 

Japan is a much different problem in many ways, and, since my own: 
work concerns Japan, I should like to go into more detail on this prob- 
_ lem country. For many Americans, it is not easy to see that Japan’s 
economic problem is of much concern to the United States. But, realiz- 
ing that peaceful ways will take hold only when there are tolerable 
economic conditions and when Japan’s social and political institutions 
are purged of their militarist and ultranationalist elements, the United 
States Government is fostering the development of peaceful and demo- 
cratic institutions in Japan and is committed to affording the Japanese 
“an opportunity to develop for themselves an economy which will 
permit the peacetime requirements of the population to be met.” 

This economic objective refers to some seventy-five million people 
on crowded, rocky, islands very poor in natural resources and so 
mountainous that only about one-sixth of the total area can be culti- 
vated. This land cannot support all these people directly, and a re- 
markably large volume of imports is required to satisfy only such 
needs as were satisfied during the years before Japan’s aggressive war. 

Japan must pay for these imports somehow, but what she has to 
offer is severely limited by her poverty in natural resources and the 
poor state of her capital equipment. Since the advent of nylon Japan 
has lost a large part of her market for silk, the only major prewar 
Japanese export not requiring imported raw material. The war saw 
Japan’s farms deteriorate from fertilizer scarcity and her industrial 
plant deteriorate first through conversion and scrapping, then through 


war damage, and, since the surrender, through weathering and the . 


effects of the Allied disarmament and reparations program. 

Consequently, Japan can rely to only a limited extent on the factors 
of land and capital for her livelihood. She must turn to her plentiful 
labor for support. On the assumption that goods made with “cheap” 
labor will be accepted in world markets, she may earn required imports 
by exporting products manufactured in Japan from imported raw 
materials. She must pay her way by the value added by manufacture. 
Such a basis for earning imports requires a large amount of turnover 
with a relatively small margin. 

The practical answers to this problem must in the first place be 
reSearch answers; that is, no policy decisions can be made by our 
government until it is known what is possible and what each possibility 
means for the United States, for world trade, for the peace and security 
that we are determined Japan shall not again menace, and for the eco- 
nomic development of the Far East. An attack on this research prob- 
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lem has been started in the Division of Research for Far East. During 
the last few months, sections of a basic study on Japanese trade have 
been completed and distributed to a number of economists in various 
parts of the country. This study examines the quantity, value, and 
content of Japanese trade in 1930, 1936, and 1938 and projects Japan’s 
import requirements to a “normal” year after the postwar transition 
now taking place. This study attempts to answer certain basic ques- 
tions on a particular set of assumptions using particular analytical 
techniques. It needs to be examined and its assumptions, methods, and 
conclusions evaluated. 

But this study, even assuming no further work within its bounds 
is required, deals with only some parts of the problem. It does not 
provide a detailed analysis of Japanese export possibilities, which is 
urgently needed. Major prerequisites for such an analysis are a review 
of prewar exports, containing detailed analyses of the markets for 
certain Japanese goods and of Japanese exports to certain markets, and 
studies of possible future Japanese exports, covering silk and silk prod- 
ucts, cotton yarn and cloth, rayon and staple fiber cloth, and other 
products. Studies of particular markets must include China and prac- 
tically every other area in the Far East, with particular reference to 
Japan’s former colonies, Korea and Formosa. Each such study will 
necessarily deal principally with such economic problems as cost of 
production, exchange rates, the nature of demand for Japanese and 
competing goods, and a variety of related problems. But political and 
security considerations are of such importance that they should not be 
ignored. Such questions as the dangers of Japanese domination of cer- 
tain markets, the dependence upon Japanese machinery requiring re- 
pair parts from Japan, the role of Japanese commercial representatives 
in foreign countries and the dangers of their being used for military 
purposes need consideration as well. 


III. Collaboration between the Department and Outside Economists 
on Research Projects 


The subjects and problems I have referred to as being of interest 
to the Department can only suggest the type of studies needed. No in- 
dication has been given of relative urgency of individual projects, 
nor has enough detail been given to ask any of you to go to work on a 
project tomorrow. What the Department is seeking is to make known 
its interest in economic research and to stimulate economists to get in 
touch with the Department in connection with projects affecting the 
Department’s field of responsibility. In many cases productive collabo- 
ration between the economist and the Department may result. 

A letter addressed to the Special Assistant to the Secretary of State 
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for Research and. Intelligence will be referred to the appropriate re- 
search division. In order that this division may be of assistance quickly, 
it is desirable that the economist who is writing indicate his background 
and interests in such detail that a helpful reply can be made at once. 
The immediate interest of the Department is in obtaining the studies 
most urgently needed for the Department’s work. The immediate inter- 
est of the economist will often be to obtain source material. In some 
cases, where a discussion on either of these interests appears called for, 
a personal visit to Washington may be desirable. The extent and effec- 
tiveness of collaboration will depend on circumstances that may vary 
greatly from case to case. 

With respect to the needs of.the Department for studies, the research 
division will know what the highest priority questions are and may be 
able to suggest a project of more importance than might have been 
selected independently. In any case, useful suggestions may be made as 
to timing, focus, coverage, source materials, or method of approach. 

With respect to the economist’s interest in procuring useful source 
materials, the research personnel of the Department will frequently 
be able to suggest useful materials. In the case of some of these mate- 
rials, copies may be available for the retention of the economist or it 
may be possible to make copies available for use within the Depart- 
ment. In some cases research studies prepared in the Department or 
by a wartime agency may be of potential usefulness. Since security 
classifications on old studies are being removed wherever possible, a 
substantial number of them may be made available. New studies are 
issued without security classification where feasible and in some cases, 
such as that of the Japanese trade study already mentioned, are even 
being sent to interested persons for their information and comment. 
This sort of collaboration can be fostered best by direct contact be- 
tween the persons concerned. 

A project that requires study in a foreign country will be of parlai 
interest to the Department. Certain facilities are extended by Ameri- 
can embassies and consulates, available to all American citizens 
abroad. Through its missions abroad, the Department can be of some 
assistance, especially in giving letters of introduction to economists, 
libraries, research institutes, universities, and other persons and in- 
stitutions that might possibly be of help. 

It should be emphasized at this point, however, that I am referring 
to private and not government or government-sponsored research. In 
view of budgetary and other limitations upon participation by the De- 
partment in any project to the extent of sponsorship or financial as- 
sistance, I am not prepared to make any statement on this matter at 

this time. 
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To summarize, the research requirements of the Department of 
State are so broad and the need so acute that there is much important 
work waiting to be attacked. The Department wants to stimulate gradu- 
ate students, faculty members, private economists, and research in- 
stitutions to direct their economic research toward projects for which 
there is a specific need. To that end persons interested in research 
relating to foreign relations are urged to get in touch with the Depart- 
ment. Out of such contact, it is anticipated, fruitful collaboration may 
develop in many cases. 
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RESEARCH OPPORTUNITIES IN THE WAR PRODUCTION ~ 


BOARD RECORDS 


By Davi Novick 
Civilian Production Administration — 


I 


Countless opportunities for economic research are available in the 
wartime industrial mobilization and reconversion experience of the 
government as reflected in the record of the War Production Board, its 
successor, the Civilian Production Administration, and its predecessors, 
the Office of Production Management, the Supply Priorities and Allo- 
cations Board, and the Advisory Commission to the Council of National 


Defense. Although prior to World War II this country had exercised . 


central direction of and control over limited areas of the industrial 
economy—notably during World War I and in the thirties under the 
National Industrial Recovery Administration—never before has the 
record been so completely preserved and prepared for use. 

The importance of recording and analyzing the story of our adminis- 
trative response to the problems of World War II was recognized early. 
Neither the World War I nor the NIRA experience was collected and 
analyzed to make it useful for application in a future national 
emergency. Attempts of the defense agencies during 1940 and 1941 to 
find adequate analyses of the methods of mecting emergency problems 
of World War I and the thirties were largely futile because the available 
records of those periods were found to be both unmanageable and in- 
complete. At the beginning of World War II, officials with foresight 
realized that a relatively small investment in records preservation and 
analysis would provide a wealth of information that might be invaluable 
in the event of a future national emergency. These observers also fore- 
saw that the war period would concentrate into a short span of years a 
lifetime of administrative experimentation and experience. They saw 
also the importance of recording these things for whatever purpose they 
might serve in improving the quality of peacetime administration. 

Accordingly, in March, 1942, the Director of the Bureau of the 
Budget, at the suggestion of the President, appointed a Committee on 
the Records of War Administration to provide guidance and support 
in the assembly and analysis of material on the administration of the 
nation’s war effort. The records and the analytical work referred to in 
this paper largely reflect the program fostered by the Committee and 
that part of the program carried out by the War Production Board and 
its successor, the Civilian Production Administration.* 


*A valuable contribution to an understanding of the development and administration 
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While it is unlikely that the current archival activity of the Civilian 
Production Administration will attain perfection in either completeness 
or manageability, there is every promise that the record of the WPB 
and its predecessors will be redsonably complete and, if appropriations 
are provided for the fiscal year which will end on June 30, 1948, it 
will be exceptionally usable for administrative and economic research. 

The record which is now being systematically assembled and analyzed 
includes some material for 1939 and 1940, becomes more complete for 
1941, and is about as comprehensive a record for the period from 1942 
through 1946 as has ever been accumulated on any major public pro- 
gtam. The complete record of industrial mobilization and reconversion 
activity for the war years is lodged in some 150,000 linear feet of filed 
material. Perhaps it is easier to visualize the magnitude of the record 
if you think of it in terms of about 50,000 square feet—an acre and a 
quarter—of floorspace lined with row after row of four-drawer file 
cabinets the drawers of which if placed end to end would extend thirty 
miles. 

Through a systematic screening program this mass of material ulti- 
mately will be reduced to a carefully organized and indexed collection 
of information of permanent research value. The core of this collection 
will consist of a Policy Documentation File of about 1,500 linear feet, 
and will include all top policy materials of the war production agencies.’ 
A second important collection of similar size, the Plant Data Integra- _ 
tion File, will include selected categories of basic statistical informa- 
tion accumulated by these agencies during the war years. In addition, a 
number of smaller but important groups of records will be retained 
and organized for permanent reference. Completion of this program 
will eliminate the necessity for retaining permanently large bodies of 
materials, the greater part of which have no future value. The use of 
the records in their original form for historical and analytical research 
would have been virtually nullified because of the diverse character of ° 
the record groups and the lack of adequate finding mediums. Only by 
‘placing the valuable material under reference control can its maximum 
utilization for research be realized. 


II 


I think the mass of this record is impressive in its magnitude but I 
am even more impressed with the opportunities it affords for economic 
research. The potential research possibilities are so vast that I am 





of the war program by the federal government has just been published under the 
auspices of the Committee. See, War Records Section, Bureau of the Budget, The United 
States at War (Washington: U. S. Government Printing Office, 1947). 

*For a detailed description of the genesis and organization of the materials in this 
file, see Marie C. Stark, “Policy Documentation in the War Production Board,” American 
Archivist, January, 1946. 
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limiting this analysis to’those which’ would be of. PN interest to a 


personally. "i 

First and foremost is, the information ‘available on problems relating 
to the “directed” as contrasted with the “free” economy. Although the 
WPB did not make contracts, it entered into most all of the transactions 
of the war years. Judgment of administrators was substituted for the 
mechanics of the market from primary production of raw materials 
through the manufacture of components and end products and their dis- 
tribution to all kinds of users. The record at every echelon of the WPB 
activity provides the richest lode of research data yet available on the 
administrative problems of the managed economy. 

Second, the'record is extremely rich in primary materials relating 
to emergency organization, administration, operating methods and 
techniques, and the results of alternative controls. Although we 
earnestly hope that World War II was the last great armed conflict, 
history tells us that we must be prepared for possible future emer- 
gencies. 

The WPB operated reasonably successfully with five vice-chairmen, 


a production executive committee, a requirements committee, some . 


seven hundred industry and labor advisory committees, district and 
regional offices in the field, and a series of operational and staff bureaus. 
No one associated with this effort can say that the organization was 
perfect. No one may conclude that the organization will be adaptable 
in a future emergency. 

Perhaps of more importance than organization are studies relating 
to the administrative experience in operating the economic system in 
an emergency. In every phase of WPB operations, success was largely 
dependent upon the nature of the administrative tools and procedures 
employed. These matters warrant the most careful study. Since World 
War II organization and methods were developed under a democratic, 
free-enterprise system, the fundamental principles learned from that 
experience undoubtedly will be usable in any future emergency. 

Third, there is available an unprecedented mass of new statistical 

- data bearing on specific economic problems. The character and extent 
of these data open up new opportunities for research on these problems. 
This is possible because the reporting system of the WPB penetrated 
almost every conceivable aspect of the industrial economy. For ex- 
ample, the 1940-41 search for data on the use of specific quantities 
of steel, copper, aluminum, and other primary materials for various 
purposes revealed that up to that time practically no information 
existed in this field. In allocating these materials to essential uses, the 


WPB had to establish in great detail the extent to which each of these . 


metals was used in all of the end-items and components being manu- 
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factured. Although most of the allocation information covers wartime 
uses, in many cases data are also available about prewar and postwar 
usage. From data such as this, input-output“relationships can be re- 
vealed for the first time for practically all primary materials as well 
as for a long list of components and end products. 

On industrial capacities, as in the case of materials and components, 
a substantial body of new information becomes available. To meet 
wartime needs the WPB had to ferret out a wide variety of information 
on captive operations such as foundries, stamping shops, bearing, and 
electric motor manufacture. Since each facility was needed at its maxi- 
mum productive rate, detailed information was also developed on 
equipment and capacity in terms of first-, second- and third-shift 
operations. 

Where capacity was expanded, detailed data are now available on 
new construction, remodeling, and additions to and new installations 
of equipment. This information is classifiable, not only in terms of 
wartime, but also in terms of prewar products. With this type of data, 
it is possible to analyze the relative effects of government and private 
expenditures on new building versus additions and remodeling, the 
financial impact of construction expenditures on companies, and the 
importance to the peacetime economy of construction to produce purely 
military weapons compared with construction for production of prod- 
ucts having peacetime uses. 

Most all of the facility and production information collected by the 
WPB is classifiable by geographic area. This makes possible new re- 
gional and local studies. For example, this type of data can be used 
to reveal the impact of the war on the industrial structure of a locality 
and as a basis for appraising the new economic potential of an indus- 
trial center. 

Local and regional studies were used extensively by the WPB for a 
variety of purposes. At first it was in connection with the strategic 
location of industrial plants, next to minimize unemployment in certain 
areas, and finally to maximize production by keeping new contracts and 
new activities out of overcrowded areas. As a result much specialized 
data are available relating to local and regional economic conditions. 
For example, although the WPB did little or nothing with respect to 
cross-hauling and related problems, the data collected may be used for - 
detailed studies of transportation. 

For a long list of products the WPB often required manufacturers 
to furnish anticipated shipping schedules, lists of individual customers, 
the product into which the customer fabricated materials, and the ulti- 
mate use of the customer’s final product. Conversely, the customer in 
many cases had to file information about his vendors. For a few items, 
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E ‘data permit studies of the detailed economic initerselattouahip of 
various industries; For a longer list of items, similar studies can be made 
in broader terms. 7 

The research possibilities here outlined are, of course, suggestive 
rather than exhaustive. Let me:now present in:some detail the character 
of the material being collected, the manner in which it is being organ- 
‘ized for use, and outline the program now underway for its analysis. 


III 
Perhaps the most important collection of materials relating to our 


‘ 


wartime industrial mobilization experience is contained in the Policy 


Documentation File referred to above. This file, when completed, will 
include all basic documents that relate to the administration of the 
economy for war production. For reference control, this file is well in- 
dexed, catalogued, and arranged under ten basic subject categories 
as follows: organization, control of materials, war industries (aircraft, 
shipbuilding, radio and radar, ordnance), construction and equipment, 
commodities and products,.utilities and services, relations with other 


agencies (including states and territories, and foreign countries), na- 


tional war economy, and demobilization and reconstruction. 
Within these broad groups, materials are further classified into sub- 
categories tailored to fit the subject matter. For example, under organ- 
‘ization, secondary categories include: establishment, personnel, budget, 
administration, meetings, functions, organization, reports and issuances, 
and termination. Another system of secondary categories applies to 
more specific subjects such as: raw materials, requirements, priorities 
_and allocations, production, orders, conservation; and rationing. By 
the use of this classification scheme, which is unique in archival prac- 
tice, we have been able to make available quickly and efficiently all of 
the basic policy materials in the file on any particular subject or on any 
broad phase of our industrial mobilization effort. 

The Policy Documentation File thus not only provides a wealth of 
research materials, but also the finding mediums and tools necessary to 
implement its utilization for research purposes. To encourage further 
utilization, a program for downgrading classified material (i.e., secret, 
confidential, etc.) is making.the file available to scholars and others 

_to the maximum extent consistent with the regulations evening mili- 
_ tary-security and confidential company data. 

Research opportunities in the Policy Documentation File are re- 
flected in the broad range of subjects treated in a series of historical 
reports on war and reconversion administration that are now being 
prepared from the materials in this file. These reports attempt to pre- 
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sent objectively a comprehénsive analysis of all important aspects of 
our wartime industrial mobilization and demobilization experience. As 
such, of course, these studies will be available for use by research 
scholars of economics, history, political science, and public administra- 
tion. In addition, and of great importance, they will preserve for ad- 
ministrators the principal lessons of World War II operations. 

To achieve these objectives, this program includes the preparation 
and publication of three major series of fully documented analytical 
reports. Perhaps of primary interest to this group is the series of 
“Special Studies” which cover in detailed monographie form all major 
problems and areas over which the war production agencies had juris- 
diction during the war years. Twenty of these studies, completed and 
published, are as follows: Policies Governing Private Financing of 
Emergency Facilities, May, 1940, to June, 1942; The Facilities and 
Construction Program of the War Production Board and Predecessor 
Agencies, May, 1940, to May, 1945; Aluminum Policies of the War 
Production Board and Predecessor Agencies, May, 1940, to November, 
1945 ; Evolution of Premium Price Policy for Copper, Lead and Zinc, 
January, 1940, to November, 1943; The Closing of the Gold Mines, 
August, 1941, to March, 1944; Concentration of Civilian Production by 
the War Production Board, September, 1941, to April, 1943; The Role . 
of the Office of Civilian Requirements in the Office of Production 
Management and the War Production Board, January, 1941, to No- 
vember, 1945; Labor Policies in the Defense and Early War Production 
Periods, May, 1940, to April, 1942; Aircraft Production Policies under 
the National Defense Advisory Commission and the Office of Produc- 
tion Management, May, 1940, to December, 1941; Shipbuilding Ac- 
tivities of the National Defense Advisory Commission and the Office 
of Production Management, July, 1940,.to December, 1941; Landing 
Craft and the War Production Board, April, 1942, to May, 1944; 
Truck Production and Distribution Policies of the War Production 
Board and Predecessor Agencies, July, 1940, to December, 1944; 
Alcohol Policies of the War Production Board and Predecessor Agen- 
cies, May, 1940, to January, 1945; Farm Machinery and Equipment 
Policies of the War Production Board and Predecessor Agencies, May, 
1940, to September, 1944; Mercury Policies of the War Production 
Board and Predecessor Agencies, May, 1940, to March, 1944; Lead and 
Zinc Policies of the War Production Board and Predecessor Agencies, 
May, 1940, to March, 1944; Pulp and Paper Policies of the War Pro- 
duction Board and Predecessor Agencies, May, 1940, to January, 
1944; Hide and Leather Policies of the War Production Board and 
Predecessor Agencies, May, 1940, to December, 1943; Resumption of 
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Production of Domestic Flai Irons, April, 1943, “to ere 1944; 
and Development of the Reconversion Policies of the War Production 
Board, April, 1943, to January, 1945. 

Out of a total of sixty reports projected for the “Special Study” 


series, the following are currently in progress: Labor Policies, 1942-45 ; 
Industry and Labor Advisory Committees, 1940-41; Field Organization. 


and Administration of the.War Production Board and Predecessor 
Agencies, 1940-45; Conversion of Durable Goods Industries to War 
Production during the War Years; Copper Policies, 1942-45; Steel 
Policies, 1940-45; Textile and Clothing Policies, 1940-45; Priorities 
and Allocation Systems; Controlled Materials Plan; Programming of 
Defense and War Production; Procurement Policies, Machine Tools; 
Rubber Policies; ; and Import Policies. 

The “Special Studies” are being prepared in multilithed form. Copies 
have been distributed to depository, university, and research libraries 
throughout the United States and abroad, where they will be available 
to scholars in all fields of research. 

A second major project is a three-volume “General History” series 
that will cover the broad phases of our wartime and civilian production 
experience from 1940 through 1947. Under: the general title “Indus- 
trial Mobilization for War, 1940-45,” Volume I, Program and Ad- 
ministration, Volume II, Materials and Products, and Volume III, Re- 


conversion, will deal with the problems and policies encountered in the ` 


transition from war to civilian production during the reconversion 
period. It is thought that these volumes will constitute a unique contri- 
bution to the literature of wartime administration. They will be fully 
documented, will contain critical analyses of our war production effort, 
and will evaluate our failures as well as our accomplishments. These 
volumes will be published by the Government Printing Office for general 
distribution. Volume I should be off the press sometime this spring and 
work on Volumes II and III is being pushed forward rapidly. 

. The third series, “Documentary Publications,” make available in 
printed form the minutes of the “top boards” and committees of the 
war production agencies. Five volumes in this series have already been 
printed by the Government Printing Office. These include: Minutes 
of the Planning Committee of the War Production Board, Minutes of 
-the War Production Board, Minutes of the Advisory Commission to 
the Council of National Defense, Minutes of the Council of the Office 
of Production Management, and the Minutes of the Supply Priorities 
and Allocations Board. Additional publications in this series may 
ultimately include the minutes of the WPB Requirements Committee 
and those of ‘the Order Clearance Committee. 
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IV ; 

A second significant accumulation of information is contained in 
the Plant Data Integration File referred to above. One part of this 
collection attempts to preserve all useful wartime reports and applica- 
tions filed with the WPB by the largest industrial plants in the United 
States. The foundation for this part of the collection was laid by a 
selection from the more than 4,500 questionnaires used by the WPB. 
The 1,250 reporting forms which were presumed to have permanent 
usefulness either for research or as a source of wartime production 
facts were selected. These questionnaires are being assembled only 
for the 5,000 largest plants in the United States. These include the 
500 largest basic material producing plants, the 3,000 largest metal- 
fabricating plants, and the 1,500 largest nonmetal working plants. 
By this process of selection, it is possible to systematize information 
of maximum utility. 

At the present time, collection of this basic information is approxi- 
mately 85 per cent complete. The average plant folder contains 
about 25 different questionnaires, with a total of between 200 and 
250 individual schedules. To date, the total collection for all plants is 
well beyond 1,000 different questionnaires, and includes approximately 
1,250,000 individual schedules. 

Efforts are being made to make these data more useful for research. 
` For example, there is being prepared for each plant included in the 
file a Plant Analysis Card which sets forth the name and location 
of the plant; parent company affiliations; brief history; the volume of 
production by major products in the years 1939, 1943, and 1946; 
employment; manufacturing process performed in the years 1939, 
1943, and 1946; and principal materials or components utilized in 
the years 1939, 1943, and 1946. In addition, a listing is being developed 
from information available in the basic plant files and other sources, 
showing the name and location of all plants, regardless of size, managed 
by the largest central office establishments in the United States. These 
and other finding media should enable any future analyst to thread 
his way through the mass of data assembled in the Plant Data 
Integration Files. In addition, they stand as valuable sources of factual 
information. 

A second part of the plant data integration collection includes all 
useful and important data assembled by the WPB of both a qualitative 
and quantitative character relating, for the most part, to data in the 
plant folders described above. In this portion of the file are such data 
as: bills of materials; analyses of production difficulties, bottlenecks, 
scheduling programs, etc.; statements of material requirements for 
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individual products, groups of plants, and industries; labor productivity 
studies; comprehensive compilations concerning such matters as facili- 
ties, plant capacity, plant utilization, shipments, production, etc.; 
analyses of WPB questionnaire methods; special listings of various 
plants and companies; data concerning war contracts; descriptions 
of industry record-keeping systems; company pamphlets, brochures, 
and.other publications; reports on standardization and simplification of 
products; conservation of materials; and concentration of production. 
These materials are filed on the basis of a subject classification scheme. 

This file of material now contains approximately 50,000 documents 
ranging from single-page compilations to tabulations with thousands 
of pages; from data about obscure products to facts covering thousands 
of products; from studies about one plant to comprehensive reports 
covering all American industry; and from short studies to ne results 
of broad research programs. 

The PDI collection program thus far successfully raia the 
great bulk of useful WPB data and, by systematic selection and cross- 
indexing of filed materials, has thade them readily available for use by 
both government and industry. These data constitute an extraordinarily 
valuable source of facts pertaining to wartime production. In addition, 
and of equal importance, the data present outstanding opportunities 
for study of emergency industrial reporting problems and methods. 


Some study of these problems and methods is now in progress. This, 


however, is largely devoted to charting the paths for ‘long-range 
research programs. The following studies illustrate the nature of these 
long-range programs: (1) study of the extent to which plant reports 
may be used as the backbone of a wartime industrial statistical re- 
porting ‘structure; (2) studies of product and material definitions 
for use in current reporting programs; (3) development of.a manual, 
-for distribution to industry, specifying the nature of the statistical 
requirements of a wartime government; (4) studies of record-keeping 
practices of industry for adaptation to both current reporting and 
future emergency needs; (5) development and institution of test runs 


in peacetime of keystone wartime collection devices; (6) analysis of . 


the methods used by the WPB to obtain data pertaining to scheduling 
of critical components; (7).comparison of efficiency of metal distribu- 
tion under horizontal and vertical allocation methods; (8) a program 
for integrating various reporting methods—for example, plant and 
product reports; (9) analysis of concentration of material use in 
industry and its application to repofting and control methods; (10) 
analysis of concentration of output of products and its application 
to reporting and control methods; (11) the role of material control 
accounting in WPB data collection and program control; (12) analysis 
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of the methods adopted to obtain ultimate or end-use information and 
the problems in obtaining this kind of data. 


V 


In addition to the major collection and analytical programs discussed 
above, there are two other programs which will be of interest to this 
group. One of these is the publication of data collected by the WPB . 
in the “Facts for Industry” series, inaugurated in 1943. During the 
war, industry frequently requested that information submitted to the 
WPB be made available for business use. At first, government regu- 
lations made it impossible to release any economic data for this purpose. 
Later, however, a careful screening process was established for releasing 
some of the data through the “Facts for Industry” series. Since the 
end of hostilities, releases in this series have been sharply expanded 
to include much of the more important data collected by WPB. 

The other program, a Catalogue of WPB Reporting and Application 
Forms, is now ready for publication. This catalogue will include all 
of the data collection and application forms used by the WPB and 
its predecessors which have permanent value. Each of the forms will 
be reproduced, and a brief analysis given of the commodity or com- 
modities covered by the report, the time period to which the report 
applied, and the number of periods for which it continued in existence. 
Reference will also be made to the nature of the respondents and the 
coverage obtained by the report. Most of the forms in these reporting 
series have been or are being transferred to continuing government 
agencies. The catalogue will identify the federal agency to which the 
series has been transferred and will also make reference to the tabula- 
tions of the data which have already been published. In some cases, an 
evaluation will be made of the quality of the data obtained from the re- 
port and the success of the form in obtaining the types of information 
for which it was designed. This catalogue should prove to be a handy 
reference for economic research. 


VI 


The records of the WPB, its predecessor, and successor agencies, 
embody the richest source of information this nation has ever gathered 
on problems relating to industrial mobilization. Left untouched, this 
mass of data today is quite unmanageable for research and would 
become even more so with the passage of time. Through the programs 
discussed in this paper, however, the cream of usable information is 
being segregated into systematically indexed files. These can furnish 
the material upon which there can be developed satisfactory industrial 
mobilization plans adaptable to any emergency. 


DISCUSSION 


Philip M. Hamer, Director of the World War II Records Project, described 
this project, stated that this undertaking was organized in the latter part of 
1946 following President Truman’s approval of the plan. The purposes of this 
project are: 


To extend, supplement, integrate, and make available the information about the 
records of the Government’s wartime experience now being assembled there are needed: 

a. A Handbook of Federal World War l Agencies and Their Records. 

b. Inventories, by series, of the significant records of war agencies and of war-related 
„activities of other agencies. 

c. Lists of published and unpublished histories, monographs, reports, and other- docu- 
ments of special individual interest. 

d. An overall Guide on a subject basis to the documentation of the Government’s 
war experiences. 


Substantial progress has been made in preparing copy for the Handbook of 
_ World War II Agencies and Their Records 


 Multilith | copies of the World War II Records Project may be obtained from the 


National Archives, 
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AMERICAN ECONOMIC ASSOCIATION 


PROCEEDINGS OF THE FIFTY-NINTH 
ANNUAL MEETING 


Atlantic City, New Jersey 
January 23-26, 1947 


PROCEEDINGS OF THE AMERICAN ECONOMIC ASSOCIATION 
ANNUAL BUSINESS MEETING, JANUARY 25, 1947, HADDON 
HALL, ATLANTIC CITY, NEW JERSEY 


` The business session of the 59th Annual Meeting of the American Eco- 
nomic Association was held at Haddon Hall, Atlantic City, January 25, 1947, 
at 5:00 p.m., President Goldenweiser presiding. 

In his introductory remarks, President Goldenweiser commented on the 
character of our organization, drawing attention to the function of the’ Execu- 
tive Committee in acting on behalf of the Association. The annual business 
meeting is the only occasion at which the members of the Association have 
an opportunity to discuss the actions of the Executive Committee as recorded 
in the minutes. The only real recourse which members have in influencing 
policies directly is to discuss them at this time or to communicate with officers 
or members of the Executive Committee. Some indirect control is of course 
exercised in nominating and electing officers. The ratification of the acts of 
officers and of the Executive Committee at the annual meeting is perforce 
a formality. 

The Managing Editor of the American Economic Review, P. T. Homan, 
spoke informally about the problems and policies of the Editorial Office and 
the Editorial Board. He stated that the volume of manuscripts being received 
during this period is increasing, called attention to the fact that the Editorial 
Office has been moved back to permanent headquarters at Cornell University, 
that a new assistant to the Managing Editor has been appointed, and that he 
has sought an increased budget to cover increased costs and growing circula- 
tion, The Managing Editor’s report and budget for 1947 are printed in the 
present volume, pages 745. 

-. The operations and activities of the Association during the past year were 
summarized by the Secretary-Treasurer. A fuller account may be found 
in the following reports printed in these Proceedings: 
Report of the Secretary, page 706. 
Report of the Treasurer, page 723. 
Report of the Finance Committee, page 726. ` 
Report of the Auditor, page 740. 
Other reports referred to and which are printed in the Proceedings are as 
follows: 
Report of the General Committee on Republications (H. S. Ellis, Chair- 
man), page 749. R 

Report of the Committee on Research (S. E. Leland, Chairman), page 750. 
(See also Round Table on Economic Research, page 649.) 

Report of the Committee on Undergraduate Teaching of Economics and 
the Training of Economists (Horace Taylor, Chairman), page 762. 

Report of the Subcommittee on Consensus Reports (C. D. Edwards, Chair- 
man), page 765. 

American Council of Learned Societies (F. H. Knight), page 761. 

Social Science Research Council (J. J. Spengler), page 766. 
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National Bureau of Economic Research (D. H. Wallace), page 767. 

The results of the mail ballot for the election of new officers were reported 
by the Secretary and President-elect P. H. Douglas was introduced by the 
retiring President. ; 

The certification of election by the Secretary follows: 


In accordance with the bylaws on election procedure, I hereby certify the results of 
the recent balloting, and present the reports of the Nominating Committee and the Com- 
mittee on Elections. 

The Nominating Committee, consisting of Charles O. Hardy, Federal Reserve Bank 
of Kansas City, Chairman, J. Frederic Dewhurst, Twentieth Century Fund, Joseph S. 
Davis, Stanford University, David M. Wright, University of Virginia, Oliver C. Lock- 
hart, University of Buffalo, and Mildred B. Northrop, Bryn Mawr College, presented 
to the Secretary the list of nominees for the respective offices: 


For President 
Paul H. Douglas 


For Vice-Presidents For Executive Committee 
Percy W. Bidwell Ben W. Lewis 
John Ise W. Blair Stewart 
William A, Macintosh Arthur R. Upgren 
Mabel Newcomer John V. Van Sickle 


The Committee on Elections (John H. Wills, Northern Trust Company of Chicago, 
Chairman, Walter E. Hoadley, Jr. Federal Reserve Bank of Chicago, and James 
Washington Bell) prepared biographical sketches of the candidates, and ballots were 
distributed the latter part of November. The canvass of ballots was made on January 
3, 1947, and the results were filed with the Secretary. , 

From the report of the Committee on Elections, I have the following information: 


Number of envelopes without names for identification 4 
” Number received too late ` 12 
Number of defective ballots 3 
Number of legal ballots 1,900 
Number of returns from the mail ballot 1,919 


On the basis of the canvass of the votes cast, I certify that the following persons 
have been duly elected to the respective offices: 

President (for a term of one year) 

Paul H. Douglas : - 
Vice-Presidents (for a term of one year) ; ` 

John Ise 

Mabel Newcomer a 
Members of the Executive Committee (for a term of three years) 

Ben W. Lewis 

Arthur R. Upgren 

James Washington Bell, Secretary 


After the reading of the list of persons deceased during the past year, 
the members rose in silent tribute. The list contained the names of two past 
presidents, Edwin F. Gay and John H. Gray. ; 

The report of the Committee on Resolutions was submitted by D. L. 
Kemmerer and read as follows: 


Waerras, The members of the American Economic Association, meeting in the 59th 


annual session, January 23-26, 1947, in Atlantic City, New Jersey, desire to record their 


gratitude; therefore, be it 

Resolved, That the Secretary be instructed to extend the- sincere thanks of the 
members of the Association to President E. A. Goldenweiser, those who assisted him, 
and those who contributed to a program distinguished by its variety of challenging topics 
and many new participants; and be it further 

Resolved, That we extend thanks to the officers and members.of the stveral associa- 
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tions concurrently meeting for the opportunity to share in their interesting programs; 
and be it further M 
Resolved, That we extend thanks to Mr. J. Weldon Hoot, of the University of 
Pennsylvania, for his help in making the local arrangements for the meetings; and be it 
further 
Resolved, That we extend to the management and employees of Chalfonte-Haddon Hall, 
especially Mr. E. D. Parrish and Mr. Ellsworth Sooy, and to the Atlantic City Con- 
vention and Publicity Bureau our appreciation of their services during the meetings. 
Donald L. Kemmerer, Chairman 
Herluf V. Olsen 
John B. Woosley 
Howard H. Preston 
: Adjourned. 


. REPORT OF THE SECRETARY FOR THE YEAR 1946 . 


‘The following report includes minutes of the ‘Executive Committee and ~ 
thereafter some brief comments on the activities and operations of the As- 
sociation during the past year. 

1. Minutes of the second meeting of the 1946 Executive Committee: ` 


The second meeting of the 1946 Executive Committee was held at Princeton Inn, Prince- 
ton, New- Jersey, April 11-13, 1946. The meeting was called at noon and was continued, 
through Friday and Saturday, adjourning at noon on the latter day. The following were 
present: President Goldenweiser, presiding, and Mrs. Burns and Messrs. Bell, Davis, Ellis, 
Fetter, Goodrich, Harris, Homan, Kuznets, Sharfman, Wilcox, and Wolfe, and, by invita- 
tion, Buchanan, Knight, Leland, Spengler, and Wallace. Absent, T. W. Shultz. 

- 1. Minutes. The minutes of the 58th Annual Business Meeting, held at Cleveland, 
January 26, 1946, and of the second and third meetings of the 1945 Executive Com- 
mittee and the first meeting of the 1946 Committee were APPROVED, subject to 
editorial changes, as set in galley proof. 

2. Presidents Remarks. In his introductory remarks President’ Goldenweiser outlined 
the program and called attention to certain changes in the order of our procedure 
to accommodate the convenience of some of our members and to permit them to at- 
tend a tea given at the Institute for Advanced Study. The minutes do not, therefore, 
follow a strictly chronological order. 3 . 

3. Secretary’s Report, Professor Bell presented a brief account of the registration, 
attendance, local arrangements, and financial results of the Cleveland meeting. The 
number of registration cards filed at the Hotels Cleveland and Statler was 932 of which 
559 were members of the A.E.A. Estimated attendance exceeded this number since the 
usual practice of withholding copies of the program until members had registered could 
not be followed on account of the delay in the arrival of the printed programs, Registra- 
tion ‘proceeded until the programs reproduced by photographic process (which was 

- authorized on Thiirsday P.M.) were available on Friday A.M. These were in the process 
of being assembled and were being distributed.when the printed copies shipped by Ex- 
press made their appearance. Except for program expenses the costs of the convention 
were met by income from the sale of luncheon tickets. No registration fees were charged. 
The cost of printing programs (including 4,500 mailed in December and 2,600 distributed 
in Cleveland) was $255.35, and the cost of reproducing the 2,000 in Cleveland was 
$62.73. h 

The meetings at Cleveland were universally acclaimed successful in every respect. 
For the smooth operation of the many details of management Messrs. D. A. Hill and 
R. L. Davison deserve credit, and for the character and quality of the program our 

. thanks are due to the President and those who worked with him. 2 

The Secrelary indicated that: the problems of. the secretarial office are growing more 
and more difficult with our increased membership, the large number of changes of 
address, the renewal of our contacts with foreign members and subscribers and the 
catching up with back numbers,.the heavy load of correspondence resulting from our 
more and more’ varied activities. He referred to the Secretary’s annual report in the 
Proceedings for a fuller account of the current operations of the Association. 

4. Vote of Appreciation. It was VOTED to spread upon the minutes the following 
expression of appreciation and gratitude to President I. L. Sharfman for his vigorous 

~ and effective leadership during his term in office: The Committee desires to place on 
record its warm appreciation of Professor Sharfman’s contribution to the Association 

. during the past year, The enthusiasm and energy with which he has carried out the 
heavy duties of the presidency, the ready and helpful support which he has at all 
times given to.the work of the numerous committees and his own high conception of 
the Association as an organization with responsibilities both to the profession as a 
whole and to the wider society of which economists are a part havé greatly enhanced 
the vitality of the Association and its meetings. 

Appreciation and approval of the Secretary’s work was also noted. 

5. Publication Reports. 

a) American Etonomic Review (P. T. Homan). The report of the Managing Editor, - 
as printed in galley proof, was reviewed and brought up to date. Professor Homan ex- 
plained that the delay in the appearance of the March number of the Review would 
not be repeated in the case of the June number; that so far as the Editoxial Office was 
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concerned, this number could be out by the first of June. He reported that manuscripts 
were flowing in satisfactorily and that schedules would be even better maintained 
after returning the office to Ithaca, which will probably take place in the summer or early 
all. 


A meeting of the Editorial Board was held at Cleveland. 

b) Papers and Proceedings of 1945; Handbook, 1946, and Directory, 1948 (J. W. 
Bell). The contents and make-up of the Papers and Proceedings and the schedule of dates 
when manuscript and galley proof were received and sent to the printer were briefly 
described. The reasons for separate publication and mailing were explained. Professor 
Bell suggested this as a permanent arrangement. Postal regulations permit any number 
of issues per year (now specified as five) with the Papers and Proceedings still a part 
of the Review. Greater flexibility and more realistic recognition of existing conditions 
would suggest a separate editorial office for the publication of the Papers and Proceed- 
ings and the Handbook and Directory. Should the Association embark on the publica- 
tion of other series, such as the Review of Economics or a pamphlet series of Economic 
Policy Reports, this same problem of separate publication and editorial office would be en- 
countered. Some inconsistencies seem to have grown up in our practice, since Article IV, 
Section 5, of our Charter and Bylaws states that the Editorial Board and the Managing 
Editor “shall have charge of the publications of the Association” and Article IV, Section 
2, indicates that the Secretary shall perform such “duties as the Executive Committee 
may assign to him.” However, it was not deemed necessary to call for an amendment 
of the Charter and Bylaws at this time to regularize the change. 

It was VOTED to empower the Secretary with the necessary authority to establish 
a separate publication office in order to comply with postal requirements and facilitate 
the separate issuance of the Papers and Proceedings. 

The Secretary reported permission granted by President Sharfman and the Sec- 
retary to the American Finance Association to arrange for reprints of the three joint 
sessions of our Cleveland meeting to be sent under separate cover to their members. 

Professor Bell called attention to the increasing number of demands being made for 
the use of our mailing list cards because of the outdated 1942 Directory. Changes of 
address since V-E and V-J Days have been exceptionally numerous and even with both 
temporary and permanent addresses available in the 1942 Directory and annual supple- 
ments several hundred letters would be returned if this list were used. The tempta- 
tion is great, therefore, to permit the use of our stencils for all legitimate purposes. 
Because of the wear and tear to which these stencils have been subjected we have 
found it necessary to charge a $10 fee, in addition to operating costs, for replacement 
of wornout cards, 

It was VOTED to authorize the publication of a simple Handbook in 1946, contain- 
ing names and addresses of members and subscribers, the more elaborate Directory 
in “who’s who” form being deferred until a revision of our classification of fields of 
economics can be effected, say in 1948. 

In recommending the postponement of the publication of the Directory until 1948, 
Professor Bell suggested that a committee be constituted to review the several special- 
purpose classifications of the fields of economics and, if possible, to prepare a revised 
classification of subject matter which will be useful for general purposes, both with 
respect to personnel and the literature of economics. 

It was VOTED that President Goldenweiser appoint such a committee. 

c) Committee on Republications (H. S. Ellis). Professor Ellis reported that Vol. 
TII of the Blakiston series, on Distribution of Income, is about ready to come off the 
press despite the paper shortage, and that Vol. IV, on International Trade, is under 
way. He solicited suggestions for the subject matter to be considered for Vol. V. A 
previous survey of the fields for which the demand is considered most urgent listed public 
finance, equilibrium theory, theory of production, and theory of relative prices as 
possibilities. No action was called for, 

6. Reports of the Treasurer, Finance Committee, Auditor and on the Long-run 
Financial Policy of the Association (J. W. Bell). These reports were approved as printed 
in galley proof. 

Brief comments were made with respect to the financial condition of the Associa- 
tion. No discussion took place. 

7. Committee on the Publication cf a Review of Economics (J. J. Spengler). Pro- 
fessor Spengler reported on the progress made in interesting foundations in our projected 
volumes of the Review of Economics. They are, however, not interested in making 
commitments beyond the first two volumes. Several publication houses have made 
some inquiry concerning the publication of the Review, Professor Spengler’s com- 
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mittee recommended that we get a strong editor and an associate editor and five ad- 
visory editors. All efforts to persuade Professor Spengler to assume the -editorship having 
failed, other suggestions were considered, and it was finally VOTED to authorize Presi- 
dent Goldenweiser to proceed as promptly as’ possible to make the appointment of an 
editor. Professor A. B. Wolfe was forthwith offered the post and subsequently accepted. 
The President was empowered to work out financial arrangements in making appoint- 
ments, and it was specified that these details need not necessarily lie within the limits 
prescribed in the committee’s report. A tentative time schedule was discussed. The 
schedule contemplated publication of the first two volumes in the spring of 1948. To 
meet this schedule, assignments would have to be made by June 30, 1946, manuscripts 
received in the fall, with a deadline for final copy indicated for January, 1947, and, 
allowing six to eight months for the printer, this schedule was considered reasonable. 
It was suggested by J. J. Spengler and E. M. Burns that members of the Executive 
Committee send to Professor Wolfe recommendations of three lists of names and 
addresses: (1) for an associate editor, a capable and energetic young economist who 
could undertake and follow through the administrative detail involved in carrying 
out the schedule referred to above; (2) for board of advisory editors, five to nine 
economists with a good reputation for intellectual distinction and ability and willing- 
ness to work (younger men with weight and energy); and (3) for contributors and 
consultants in the several fields of economics suggested by the classification printed in 
the committee’s report. The third group of names might well be divided into two groups; 
viz., contributors and consultants. 

8. Teaching of Economics and the Training of Economists (A. B. Wolfe for Horace 
Taylor). A letter from Horace Taylor was presented by A. B. Wolfe, submitting an 
estimated budget for next year involving the unexpended balance of $600 appropriated, 
plus $1,000 for additional expenditures. This request was APPROVED. - 

9, Committee on Economic Opinion and Public Policy (J. S. Davis for C. D. 
Edwards). Professor Davis read the first set of recommendations of the committee; 
that is, the part pertaining to the board of editors on economic policy reports. After an 
extended discussion of Part I, it became obvious that there was no unanimity of opinion 
and a motion to approve the recommendations on general principles gave way to a 
substitute motion, referring the problem back to the present subcommittee with in- 
structions that it study and analyze past experiments,’ consider additional experi- 
ments of the same sort in connection with this year’s program, if so determined by 
the President, and report back a -year hence. The substitute motion was VOTED. 

Part II of the consensus report relating to public polls was then debated, and ex- 
cept for item 4 of the recommendations of the committee, these were considered proper 
conditions for the use of our mailing list and it was VOTED to approve items 1, 2, 3, 
5, and 6, these to be considered as instructions to the Secretary as guides or directives 
to his conduct in this matter. 

10. Research (S. E. Leland), A preliminary analysis of the.questionnaire sent to mem- 
bers of the Association by the committee was presented by Professor Leland. Pro- 
fessor Leland cited examples and described the general structure of the answers to the 
thirteen questions of the three hundred responses received, and outlined the methods of 
further analysis which will be made if a classification of the returns proves feasible. 

The funds authorized by mail ballot for the committee’s activities in connection 
with the questionnaire and with the work on the preservation of war records have 
not been exhausted and no further request for funds was made. 

With the retirement of ©. G. Nourse as the Association’s representative on the Social 
Science Research Council the question was raised as to the composition of the Re- 
search Committee. Professor Leland stated that it was the intention of the committee 
to recommend Mr, Nourse for membership, since the provision constituting the com- 
mittee permits its enlargement. — = 4 

The report was RECEIVED and it was requested that the committee continue with 
the work at hand. i . 

11. Committee on Book Reviews (H. S. Ellis). Professor Ellis,, reporting for the 
Committee on Book Reviews, called attention to the August, 1945, number of the 
American Statistical Association Bulletin which contained a statement by O. K. Buros 
concerning book reviewing policies. These are of the same general character as those 
recommended by our committee. Professor Homan agreed that such a statement is 
desirable and should be used but asked that the Editor be authorized to amend some- 
what the statement of the Committee on Book Reviews. It was agreed that modifica- 
tion of the statement would be appropriate if acceptable to the Chairman of the 
Committee on Book Reviews. No further complaints on book reviews were reported. 

“Professor Homan suggested that foreign correspondents of our Association might 
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serve a useful purpose in apprising the Editor of the existence of important literature 
and notes of interest in foreign lands. He suggested that they might be asked to produce 
review articles of groups of books according to fields and special articles on the degree 
to which economic rehabilitation has taken place in Europe. It was agreed that in the 
printed Proceedings a headnote under the title of this report should re-enforce this request, 
and that the Executive Committee should defer action upon it until time had been 
allowed for receipt of communications on the subject. 

12. Honors and Awards (S. H. Slichter, Chairman). The statement was made that 
at the business meeting the reaction of members to the report was called for. None 
have been received. No further consideration was given this report at this meeting. 

13. Honorary Members—Foreign (E. G. Nourse, Chairman) The reports of the 
Nourse and the Willits committees were received, and it was VOTED that mail ballots 
be prepared, together with brief biographical sketches of the names on the panel sub- 
mitted by the Willits committee from which three candidates are to be selected this 
year (ie, names of those not already elected), and that a year hence the Executive 
Committee again select candidates from this present panel. Thereafter a new committee 
will select new names. 

14. Electoral College—Nominating Committee (C. O. Hardy, Chairman). The joint 
session of the Executive Committee and the Nominating Committee convened as an 
Electoral College on Friday evening to consider the panel of names submitted by the 
Nominating Committee for the office of president for the year 1947 and also our 
representatives to A.C.L.S. and S.S.R.C. In addition to the members of the Executive 
Committee, the following members of the Nominating Committee were present: C. O. 
Hardy, Chairman, J. S. Davis, J. F. Dewhurst, David McCord Wright, O. C. Lock- 
hart, and Mildred B. Northrop. 

In accordance with the new procedure, the Electoral College chose Frank H. 
Knight representative to the American Countil of Learned Societies for a four-year 
term and Harold A. Annis representative to the Social Science Research Council for a 
three-year term. 

15. Reports of Council Representatives. Reports of representatives to the councils 
were presented as follows: F. H. Knight, for the A.C.L.S., S. E. Leland, for the S.S.R.C., 
and for the National. Bureau of Economic Research, D. H. Wallace. 

16. Annual Meeting. The discussion of the time and place of our next annual meet- 
ing boiled down to a choice between New York City (December 27, 28, 29) and Chicago 
(December 26, 27, 28) during the Christmas holidays and Atlantic City in January. 
The very limited accommodations available during Christmas recess prompted the Com- 
mittee to vote in favor of Atlantic City, with the preferable dates January 24-26, with 
January 10-12 as alternate. . 

17. President Goldenweiser asked if the Executive Committee could use its influence 
by supporting the position taken by the F. C. Mills and W. C. Mitchell reports vindicating 
the conduct of A. Ford Hinrichs, of the Bureau of Labor Statistics. Although personal 
sentiment favored such conduct, it was generally agreed that we as an Association 
could do nothing about the matter. 

18. Professor Homan reported a communication from Mr. Snapper, of the American 
Council on Public Affairs, enlisting the co-operation of the Association in the editing 
of a dictionary of modern economics, No action was taken. 

19. The balance of the session was devoted to the discussion of plans for the pro- 
gram and meeting for 1946. President Goldenweiser submitted an outline of the topics 
which he thought should be considered at our next annual meeting and solicited sug- 
gestions from members of the committee with regard to additional or alternate topics 
as well as names of key members who might appropriately be asked to participate. 

20. As a final item of new business, it was VOTED that the President appoint a 
committee to draft a suitable resolution, expressing our appreciation on behalf of 
American economists of the work done by the Economic and Financial Committees and 
other agencies of the League of Nations. A copy of this statement is to be cabled 
to Geneva on the occasion of the last meeting of the Assembly and the statement is 
to be read and published at the next business meeting of the Association as an action 
of the Executive Committee. The statement follows: 


Mr. Cart Hambro, President, 

Assembly of the League of Nations, 

Geneva, Switzerland. 

The American Economic Association, through its Executive Committee, wishes to 
express to the League of Nations its great appreciation of the important work which has 
been done by its Economic Staff under the leadership first of Sir Arthur Salter and later 
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~of Mr. Alexander Loveday. Mutual understanding by the nations of the world of - 


each other’s economic problems is a necessary condition for effective international co- 
operation and consequently for peace. The splendid work of the League in developing 
and co-ordinating comparable. economic data for many countries.and in analyzing economic 
influences which start in individual countries but spread throughout the world, as well 
as in developing programs for combating destructive forces, will forever stand as a mighty 
contribution to the advancement of well-being throughout the world. - 

E. A. Goldenweiser, President 

American Economic Association 


Adjourned. 


2. Minutes of the third meeting of the 1946 and of the first meeting of the 
1947 Executive Committee: 2 oS 


The third meeting of the 1946 Executive Committee was held at Haddon Hall at 
Atlantic City, New Jersey, January 23, 1947. The meeting was called at 11:00 AM, 
but on account of Jate trains from the north and the west, the regular order of business 
was postponed until 2:00 P.M. Professor Howard S. Ellis served as interim secretary. 


It was VOTED that the matter of the Bureau of Agricultural Economics brought . 


up by Paul S. Taylor be referred to J. S. Davis to inquire into and report upon at 
the spring meeting. If Professor Davis finds it impossible to carry this through, he will 
discuss with the incoming president a suitable person to take over this role. 

It was VOTED that the Association send a congratulatory message to Dr. Irving 
Fisher on the occasion of his eightieth birthday, and that the Association appoint an 
official representative to be present at the dinner in his honor’ being organized by 
Dr. W. I. King to be held in New York in February. It was suggested that the Association 

‘ not appear as an official sponsor inasmuch as a number of members and past presidents 
reaching eighty have not been so distinguished by the Association. , 

The Committee on Republications -(Blakiston project) was empowered to investigate 
and draw up a future contract and to invite advisers or supplementary members for 
«purposes of negotiating the contract. The committee was also empowered to alter its 
own membership. ; f 

The Executive Committee reconvened at 2:00 P.M. The following were present: Presi- 
dent Goldenweiser presiding, Bell, Burns, Davis, Douglas, Ellis, Goodrich, Harris, Homan, 

‘ Kuznets, Lewis, Schultz, Sharfman, Upgren, and Wolfe, and, by invitation, Edwards, 
Spengler, Wallace, Amos. E. Taylor, and Horace Taylor. 

1. Minutes. The minutes of the April 11-13, 1946, meeting ‘held at Princeton, New 
Jersey, as mimeographed and: distributed were reviewed and approved. 

2. President’s Remarks. Dr. Goldenweiser expressed his concern about our present 
practice in electing the president of the Association at the meeting of the electoral college 

. in the spring and not announcing the results until after the certification of the election 
of all officers at the annual business meeting. He also expressed his concern, as did 
others, about the nominating procedure and the almost complete lack of participation 
on the part -of members of the Association in the nomination of candidates for 
office. $ 

Our bylaws provide that the incoming president appoint'a nominating committee 
and that “the names of the Committee shall be published in the March or June issue 

` of. the American Economic Review with an invitation to the general membership that 
suggestions of nominees for the various offices be sent to the chairman of the Committee,” 
Very few such suggestions are commonly received and the committee makes up its 
‘panel before September’ 1 of each year without any significant help from the out- 
side. It was therefore VOTED that a special mailing be authorized; hotifying the 
members of the names of the nominating committee, describing briefly the nomina- 

. tion and election procedure, and asking ,members to suggest change’ which will be con- 
sidered in the spring meeting of the Executive Committee. In this communication the 
list of offices to be filled should be indicated to enable members to make suggestions 
of candidates for all of the offices. 

It was VOTED to authorize the Committee on Republications to send a circular, 
soliciting suggestions of topics and personnel for the forthcoming Blakiston volumes, 
this to be an enclosure in the mailing referred to in the previous vote. Still a third 
communication was authorized; namely, a return post card, to be prepared by the 
Managing Editor, who desires to obtain suggestions from our membership concerning 
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economists familiar with foreign languages and/’foreign economic literature. A fourth 
item was later authorized when the Secretary was empowered to widen the useful- 
ness of the employment register at Atlantic City. 

3. Reports of the Secretary, Treasurer, and Finance Committee. These reports, which 
are printed in the Proceedings, were read and accepted. Professor Sharfman suggested 
that much of the information contained in these reports is of importance to the 
Executive Committee in making its decisions on matters which come up at this meet- 
ing; that the committee is not prepared to approve or disapprove the many technical 
facts which are submitted for the first time when presented in these reports; and he 
suggested that preprints, if possible, would serve a very useful purpose. Professor Bell 
proposed that the fiscal year for the Association be changed to end September 30. 
Alternatively, it was suggested that the Secretary-Treasurer could prepare mimeographed re- 
ports before the annual meetings, reviewing the activities of the year and giving a pre- 
view of the financial condition of the Association on the basis of the data at hand. 

It was VOTED that the President and Secretary submit plans for working out re- 
ports of the character referred to above for consideration of the Executive Committee 
at its spring meeting. 

4. Publications. 

a) Report of the Managing Editor and Chairman of the Editorial Board. A mimeo- 
graphed report submitted by Professor Homan was accepted and ordered printed. 

A panel of names for membership on the Editorial Board to fill vacancies caused 
by expiration of present terms was submitted by Professor Homan, and the following 
were approved: R. A. Gordon, to succeed N. S. Buchanan, and Arthur Smithies, to 
succeed Paul A. Samuelson. 

It was VOTED to authorize dinner expenses for a meeting of the Editorial Board at 
Atlantic City. 

It was VOTED to approve the establishment of free subscriptions and exchanges, these 
to be determined by the Managing Editor and the Secretary, to the number of one 
hundred additional subscriptions. The purpose of this action is to continue some of 
the subscriptions which have been carried for the past two years by the American 
Library Association with Rockefeller funds; to place our publications in the hands 
of foreign correspondents and like purposes. 

It was VOTED to increase the salaries of Miss Doris Merriam and Miss Gertrude 
Tait, effective January 1, 1947. 

It was VOTED to approve the budget of the Managing Editor of the Review as 
submitted; namely, total, $22,000 (a $4,200 increase). - 

b) Papers and Proceedings, Handbook, and Directory. The size and contents of the 
new volume of Papers and Proceedings was made the subject of discussion. . 

The Secretary was authorized to proceed with plans for the publication of the 194: 
Directory. 

c) The Committee on Republications. The committee was authorized to mail a circular 
to our membership, calling for suggestions for future volumes in the Blakiston series, 
(See above, under item 2.) A financial report, covering the first three volumes, was 
submitted by Professor Bell which showed that the income for the first two volumes 
has now almost reached the cost point and that the sale of the remaining inventory 
should net a small profit to the Blakiston Company and to the Association. Sales of 
the third volume are proceeding favorably and with a larger inventory, profits on this 
volume should be even greater. These results should be considered satisfactory, since 
it was not the design either’ of the Blakiston Company or of our Association to make 
money on this undertaking. 

Professors Wolfe and Spengler reported on the R.O.E. ‘project. G 

Professor Spengler reviewed the history of our efforts to obtain outside financial help 

from the Rockefeller, Falk, and Carnegie .Foundations, and explained the apparent 
grounds for the rejection of our application. Appeal to the Alfred P. Sloan Foundation 
was not considered an appropriate move. For lack of outside support, the Executive 
Committe decided by mail ballot in July, 1946, to proceed on a limited scale, authorizing 
Professor Wolfe to conduct the preparation of two or three papers in selected fields 
which might be presented at the annual meeting as part of the program. 
_ Professor Wolfe read a prepared statement, detailing the history of his experience 
in carrying out the above commission, pointing out the criteria used for selecting the 
fields to be reviewed and why his efforts to secure outstanding economists to prepare 
these papers proved futile. He reported that no part of the $5,000 appropriated for this 
undertaking had been expended and proposed the following alternative action: 
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1. Give up the R.O.E. project and withdraw the $5,000 appropriated. 

2. Continue on a modest scale with Association funds, defining the project clearly 
as an Association activity and limiting the volume to a few fields of outstanding 
importance. 

3. Try to educate the foundations as te the merits of the project and raise the 
necessary funds to finance it on the original scale. By 

After a protracted discussion of the desirability of publishing an R.O.Z. volume or 
series of articles, of the possibility of getting outstanding young economists to take 


on the assignment with and without time limitation, of the propitiousness of the. 


time and of the work already accomplished, the following motion was VOTED: 


That the existing committee (J. J. Spengler, C. D. Edwards, A. J. Wickens, W. B. - 


Stewart, and E. M. Burns) be augmented by adding Wolfe, Homan, and Bell, and 
that the new committee so constituted re-explore the whole project and report back. 
It was generally agreed that we should keep the project alive and salvage as much 
as possible of the work already done. 
The members of the reconstituted R.O.Z. committee, except W. B. Stewart and 


Aryness Joy Wickens, met on Saturday, January 25, and reported back to the Executive 


Committee at its Sunday morning session to the following effect: 

Plan 1. The publication of ten or eleven articles of about forty pages each in a 
volume to be submitted to a commercial publisher for publicaliuu. This plan would 
involve an outlay of $5,500 to $6,000 (editor $1,500 to $2,000, assistant $500, con- 
tingent $500, contributors $3,000). 

Plan 2. ; 

a) The publication of a fewer number of articles or chapters of 150 to 160 pages-as a 
supplement to the Review (which would involve estimated expenditures: editor $750 


to $1,000, assistant $250, contingent $250, contributors $1,000 to $1,200, and printing 


$2,000, or a total of from $4,250 to $4,700). 

b) If only a few articles are prepared and not on a single schedule, these could appear 
one at a time in the Review. 

Eleven fields, with the names of possible authors, were presented by Professor 
Spengler. It was VOTED that the Committee on the Review of Economics be authorized 
to proceed (a) to solicit financial support from the American Philosophical Society, (b) 
with Plan 1, or (c) Plan 2, a or b, as described above. 

The resignation of Professor A. B. Wolfe was reluctantly accepted and an expression 
of profound gratitude was VOTED him for his helpful co-operation. The interim experi- 
ment thus came to an end. Professor Howard S. Ellis was invited to serve as editor 
for the revived project. The amount of $7,500 rather than the earlier appropriation of 
$5,000 was authorized for the purpose. 

5. Committee Reports. 

a) Committee on the Undergraduate Teaching of Economics ,and the Training of 
Economists. The report of Professor Horace Taylor, Chairman, was accepted, and 
it was VOTED to continue the present appropriation for the use of that committee. 
This means that the unused funds can be drawn upon. The question of authorizing 


a new subcommittee on graduate education in economics was postponed to the spring. 


meeting. s 

b) Economic Opinion and Public Policy. After listening to the report of the com- 
mittee, read by Professor Davis in the absence of Professor Edwards, it was VOTED to 
discharge this committee and to consider the appointment of a new committee at the 
spring meeting. In communicating this message, the Secretary was instructed to ex- 
press the hope of the Executive Committee that the semifinal report of the E. J. Work- 
ing Committee on Agricultural Support Prices would eventually be completed and 
that the Committee on the Webb-Pomerene Act, E. S. Mason, Chairman, would also 
complete their report and that both reports would be published. 

c) Committee on Research. In the absence of Professor Leland, Professor Spengler read 
the report of this committee and it was VOTED to receive the report, approve its 
recommendations in principle. Further financing of the activities of the committee 
within present appropriations was left to the chairman of the committee in collabora- 
tion with the President and Secretary of the Association. Dr. D. H. Wallace called at- 
tention to the legal situation existing with respect to the accessibility of war materials 
in the National Archives. He also reported that Paul Webbink, of the Research Com- 
. mittee, suggests that any further activities of a lobbying nature would be harmful to the 
establishment of the National Research Foundation. but urged each member of -the 
Executive Committee to think up good examples of useful economic research and 
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supply these, together with names of persons, to Professor Talcott Parsons, who is com- 
piling a book on the achievements and potentialities of research (which is not to be 
confused with a similar, more popular treatment by Stuart Chase). 

d) Honors and Awards. This committee’s report is due to be considered at the spring 
meeting. It was suggested that the President inquire of Professor Slichter, its chairman, 
whether he wishes to keep the committee alive until then. ‘ 

It was VOTED that past presidents aged sixty-five and over and past secretaries 
regardless of age be honored with complimentary memberships. It was VOTED to 
grant complimentary memberships to all members of sixty-five years of age or older 
who have retired from their professional activities, provided that they have been members 
of the Association for twenty-five years or more. 

e) Honorary Members—Foreign, Biographical sketches of the seven foreign econo- 
mists whose names were included on the original list of the Willits committee having 
been mailed earlier to the members of the Executive Committee, the matter was presented 
for consideration and the following were elected: Kar! Gunnar Myrdal, Bertil Ohlin, and 
Lionel C. Robbins. Professor J. S. Davis was appointed chairman of the new Com- 
mittee on Foreign Honorary Members. This committee is to present a new panel of 
names for consideration by the Executive Committee next year. 

6. Reports from Representatives. 

a) American Council of Learned Societies. In the absence of Professor Knight, Pro- 
fessor Bell reported on the activities of the A.C.L.S. and in particular the revised by- 
laws which if adopted at the early meeting of the Council will call for ratification by 
the Executive Committee at its spring meeting. The Executive Committee is deemed to 
have power to act on this matter, subject to ultimate ratification at the annual business 
meeting of the Association. 

b) Social Science Research Council, Professor Spengler reported the activities of 
the S.S.R.C. during the past year. It was pointed out that two representatives of the 
Association will need to be selected at the spring meeting of the electoral college. 

c) National Bureau of Economic Research, Dr. Wallace reported on the activities of 
the N.B.E.R. 

7. The present incumbents of the offices of managing editor, secretary-treasurer, and 
counsel were re-elected for three-year terms. 

8. The selection of the Hotel Continental as headquarters for the 1947 limited meet- 
ing at Chicago was ratified, and it was VOTED to hold the 1949 meeting during the 
Christmas recess, at the Grand Central group of hotels in New York with the Allied Social 
Science Associations, at their option. It was VOTED to consider at the spring meeting the 
selection of the meeting place for 1948. The President and Secretary were requested to supply 
further information on two (Montreal and French Lick) of the five places being con- 
sidered, Chicago, Boston, and Cleveland being the remaining three. March 28 and 
29 -were selected as dates for the spring meeting of the Executive and Nominating 
Committees, to be held at Princeton if possible. 

9. New Business. President Paul H. Douglas submitted the names of the nominating 
committee, indicating that Professor I. L. Sharfman had agreed to accept the chair- 
manship. The names of the nominating committee, together with the list of offices to be 
filled for 1948 and a note on nomination and election practices and procedures, is to 
be sent in the mailing to the general membership referred to in the minutes above, and 
names and requests for suggestions are to appear also in the March and June numbers 
of the Review. 

It was VOTED to regretfully decline the request of Professor E. M. Hoover and 
others who seek financial aid for the translation of A. Loesch on location theory. 

It was VOTED to empower the Secretary to duplicate or otherwise make more widely 
available the materials collected at the Employment Register at Atlantic City. An 
amount up to $500 was authorized for this purpose. A report of the results is to be 
submitted. Notice to members may be included in the mailing referred to previously in 
the minutes. S 

Requests from various government and other agencies for co-operation were reported 
and discussed; eg. the U.S.A.F.I. matter (J. S. Davis, I. L. Sharfman, and A. B. 
Wolfe); the State Department’s request for an advisory committee was referred to 
Clair Wilcox for further inquiry; the Institute of International Education and the 
American Documentation Institute matter were referred to the President and Secretary. 

Adjourned. 
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ACTIVITIES AND OPERATIONS 


Annual Meetings. The Cleveland meeting last year was the first one held 
on a national basis since New York, 1941. Even so, it proved to be one of 
restricted character on account of limited hotel and transportation facilities. 
It was held at a time (January 24-27) not particularly well suited to the 
schedules of most academic members, and although a few allied associations, 
with overlapping membership, met concurrently, the program was separately 
planned and executed. i 

This year we again met with the same organizations but with an inde- 
pendently planned program, Only a few joint sessions were arranged. How- 
ever, the printing of a joint program proved feasible. 

The registration exceeded 1,700 compared to last year’s total at Cleveland 
of 932. These include members of the American Statistical Association. The 
total attendance was probably nearer 2,500, since the 2,500 programs were 
completely exhausted and since attendance usually exceeds registration by 
several hundred. Members are not sufficiently, conscientious in performing 
their duty to register promptly. 

The time for an over-all meeting with the allied social science group has 
not yet come, since nowhere are we able to engage sufficient hotel space to 
accommodate a large attendance. This condition promises to persist yet an- 
other year. The flexibility of plans is further complicated by the fact that 
several of the larger learned societies, e.g, American Association for the 
Advancement of Science, American Historical Association, and Modern 
Language Association, have engaged the larger hotels in New York and 
Chicago during the Christmas recess period for some years ahead, and these 
commitments conflict with our desire to move alternatively from East to 
West. Rather than continue our meetings another year in the East, the 
Executive Committee has decided to meet in Chicago during the Christmas 
holiday (1947) at Hotel Continental on the North Side (outside the Loop) 
and again with a narrower cluster of allied associations rather than with the 
larger group. If in 1948 we return to the East, we will continue to move in 
the competitive orbit with the larger organizations referred to above. We are 
considering the implications of these facts and hope to solve the dual prob- 
lems of how to fit our meetings into the pattern and how to arrange periodical 
joint meetings in the future with the allied social science group. 

Membership. In the 1944 Report of the Secretary a chart was published, 
showing the growth of the Association’s membership and subscribers from 
1886 to 1945 (see May, 1945, Proceedings, page 459). A total of 917 members 
and subscribers have been added to our rolls during the past year. Our mem- 
bership now numbers 4,662 and subscribers 2,161—a total of 6,823. This 
represents an uninterrupted growth since 1933. The increase in the number 
of junior members from 64 to 153 is probably a reflection of the heavy 
graduate school registration in universities as well as of a growing recognition 
of the opportunity which the Association makes available to younger econo- 
mists who see advantages in establishing their professional affiliations early in 
their career. The list of subscribers is increasing even more rapjdly than our 
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members, In earlier years subscribers represented from 12 to 20 per cent of 
the total, and now amount to over 30 per cent. 

Geographical Distribution, In the same source (page 460) is a table, show- 
ing the geographical distribution of members and subscribers for selected 
years, 1919 to 1943. A count made as of June 15, 1946, and tabulated in the 
1946 Handbook (pages 142-143) shows a continued concentration of members 
and subscribers in the north eastern and middle sections of the country with 
a slight falling off in the southeast, southwest, and northwest. This had been a 
year of marked shifting about in our membership list. We have had to record 
some 1,400 changes of address. While a large number of these represent 
shifts from A.P.O. and F.P.O. to civilian addresses, there have been move- 
ments from other temporary to permanent addresses. The exodus from Wash- 
ington, however, has not been as great as might have been expected. The 
number of foreign members and subscribers has reached new heights; members 
are back to 1933 totals (decreases are shown for Europe and Australasia and 
increases in North and South America), but there-are increases all along the 
line in subscribers, especially large numbers in Europe, Africa, Australasia, 
and in North, Central, and South America—a result which is partly accounted 
for by American Library Association subscriptions for foreign libraries and 
by a number of USIS subscriptions. We have accumulated inventories during 
the war years and are now in process of filling subscription orders and we are 
providing sufficient inventory to meet demands of those libraries whose A.L.A. 
subscriptions expire and who may want to continue on their own resources 
thereafter. 

No group classification of our new members by fields of specialization has 
been made this past year. We ceased sending out questionnaires of the “who’s 
who” type pending a revision of our classification, which is now in progress. 
We are making plans for a new edition of the directory to be issued probably 
in 1948. 

Publications. For the progress of the Review and the activities of the 
Board of Editors members are referred to the Report of the Managing Editor. 

The Papers and Proceedings of the 58th annual meeting of the Association 
held in January was again issued separately in May. The volume proved to be 
an especially large one, the pages numbering 948. This is accounted for by, 
the fact that we were responsible for the publication of all papers presented 
at Cleveland and undertook to publish even those papers presented at the 
joint sessions with the American Finance Association—papers, incidentally, 
which this organization reprinted from the type which was set up for our 
volume and distributed to its membership. Also, since the Cleveland meeting 
was the first to be held on a national scale for some time, we deemed it desir- 
able to make the volume as complete as possible. Still another reason for the 
volume bulking large was the length of a number of discussion papers growing 
out of the reviews of main papers which had been submitted a month or more 
before the meetings and it was not deemed desirable to hold these papers to 
conventional length. However, this should not serve as a precedent for future 
years. The Proceedings, consisting of pages 867 to 948, have been reprinted 
and distributed to officers and others, under separate cover, 
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A handbook ‘of names of members and subscribers was published and dis- l 


tributed as a supplement to the September number of the Review, It contained 
the usual information, a geographical classification, and statistical materials. 
- Though it does not contain the typeof data found in the special “who’s who” 
Directory of 1942 it does furnish an up-to-date list of names and addresses 
and relieves some of the pressure we have felt on the use of our mailing list. 
A total of 6,900 copies were published of this 113-page volume, at a cost of 
$2,036. The edition is already out of print. 

- The annual information booklet was re-edited and distributed to members 


interested and to prospective members. It continues to be a useful instrument ` 


in meeting inquiries concerning the purpose, organization, and activities of the 
‘Association, 

Photographs of past presidents Sharfman, Willcox, Carver, and Commons 
appeared’ as frontispieces to the numbers of the Review this year. The usual 
list of announcements of vacancies and applications for positions has appeared 
in the back of each number of the Review. This service has proved its useful- 
ness but will never expand to very substantial proportions because of the 
occasional appearance of such announcements. Three months’ delay rules out a 
large number of applications. This year we experimented at the annual meeting 


at Atlantic City with an “employment register,” a spot at the registration | 


desk where candidates for prospective positions filed their applications and 
- where parties looking for economists for teaching and other positions could 
` find the names and addresses of prospects and where both parties ‘could 
arrange to meet face to face. - 

The Rockefeller Foundation-supported subscriptions of the American Li- 
brary Association terminate this year. The A.L.A. has been buying subscrip- 
tions with money furnished by the Rockefeller Foundation during the past 
several war years: TA in 1939, 50 in 1940 and 1941, and 70 from 1942 
through 1946. These orders have now terminated, since the Foundation feels 
that the war emergency is sufficiently relieved to make such action unnecessary 
and all recipients of journals have been notified that they will themselves 
be responsible for the continuation of the subscriptions. 

In addition to the above, we have had about 50 A.L.A. subscriptions to 
foreign libraries which will expire this year. We have no way of knowing 
whether or not renewals of these subscriptions. will be forthcoming, but we are 
currently ordering a sufficient number of copies to provide for such replace- 
ment demands. . 

Committee Activities. The Committee on Economists in the Public Service, 
M. A. Copeland, Chairman, submitted its excellent final report at the last 
annual meeting (see Papers and Proceedings, 1946, pages 911-917) and has 
. been discharged. Other standing and special committees which have been 
continued and some of which have been quite active this year are: Committee 
on Republications, H. S. Ellis, Chairman; on Review of Economics (Con- 
temporary Development of Economic Thinking and Information), J. J. 
Spengler, Chairman; Teaching of Economics and Training of Economists, 
Horace Taylor, Chairman; Economic Opinion and Public Policy (Consensus 


Reports), C. D. Edwards, Chairman; Economic Research, S. E. Leland, 


REPORT OF THE SECRETARY i 717 


Chairman; Honors and Awards, S. H. Slichter, Chairman; Foreign Honorary 
Members, E. G. Nourse, Chairman; and Finance, R. C. Osgood, Chairman. 
The following comments deal with the activities of some of these committees. 
Republication Volumes. The five-year contract with the Blakiston Company 
expires this year. The first three volumes have been well received, and since 
the renewal of this co-operative agreement is likely to be arranged, Professor 
Ellis, Chairman of the committee, prepared a questionnaire which was circu- 
lated at Atlantic City and mailed to a wider circle of economists soliciting 
suggestions for topics of future volumes. It is hoped that many who have 
found the earlier volumes useful will take advantage of this opportunity 
to give the committee the benefit of their judgments concerning the selection 
of worth-while articles of lasting value which should be made accessible in this 
form. 
The sale of the first three volumes, for which_an accounting has been ren- 
dered, does not yet show profits, but there is every prospect of future sales 
of remaining inventory resulting in some net gain on each of the volumes. 
Review of Economics. As a result of the protracted consideration given 
this project (see final report of the Committee on Development of Economic 
Thinking and Information, Papers and Proceedings, May, 1946, pages 922- 
933, and round table discussion, pages 784-788) the Executive Committee at 
its April meeting accepted the committee’s. report and authorized the President 
to appoint an editor (A. B. Wolfe) who was empowered to proceed with the 
undertaking while Professor Spengler continued his efforts to enlist outside 
interest and financial support on the basis of our willingness to raise our 
guarantee to $10,000. Since outside support was not immediately forthcom- 
ing, the Executive Committee, by mail ballot (July 26), authorized Professor 
Wolfe to direct the preparation of two or three papers to be presented on the 
program at the annual meetings. It was thought that these’might serve subse- 
quently as chapters of our proposed volume on the Review of Economics. 
Also, the editor’s outline or plans for a complete volume or volumes was to 
constitute part of his report. The amount of $5,000 was appropriated for this 
purpose. 
No part of the $5,000 appropriation for the R.O.E. editor has yet been 
expended, The editor’s experience in inviting outstanding economists to pre- 
pare review papers in selected fields is one which throws some light on the 
difficulties involved in this undertaking, and the subsequent failure in obtain- 
ing outside financial help reopens problems which call for further consider- 
ation by the Executive Committee. Is the project one for which there is an 
insistent and general demand strong enough to interest and to enlist the efforts 
`of “outstanding” economists and to warrant the expenditure of Association 
funds (with or without subsidy)? A good deal of work has already been 
spent in defining and organizing a project which seems worth while to many 
persons who have given the matter much thought. Is there enough momen- 
tum to carry the venture through along proposed lines, or should some other 
means be employed to accomplish the same ends? The reports of Editor Wolfe 
and Chairman Spengler cast some light on these questions. 

_ Teaching of Economics and Training of Economists. Since last year’s 
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report anid round table session (Papers and, Proceedings, 1946, pages 937-943, 
845- 863) this committee and its ten subcommittees have continued their 
` investigation of the various phases of this important subject, and a series of 
sessions devoted to the discussion of results were held during the three days 
of the annual meetings at Atlantic City. 

In conjunction with the Subcommittee on the Training of Teachers -of 
Economics, a conference was organized by the Teaching Institute of Eco- 
nomics at the American University, Washington, D.C., which is operated 
under a grant from the Alfred P. Sloan Foundation. This conference, held in 
“Washington, August 19-31 and attended by a number of college teachers, is 
described in a communication from Director N. Arnold Tolles in the De 
-cember number of the Review. : 

For an account of the committee activities, members -are referred to the 
report of Professor Horace Taylor, Chairman. . 

In addition to the sum of $600, the amount unexpended from last year ’s 
appropriation, the amount of $1,000 was appropriated for the use of this 
committee for the current year. 

Economic Opinion and Public Policy, The report 'of this committee (see 
Papers and Proceedings, pages 832-841) was considered at the April meeting 
of the, Executive Committee, at which time Part I of the report, dealing with 
Reports and Statements of Opinion Under Association Sponsorship, was 
teferred back to the committee for further study arid report, and certain 
items of Part II of the report (numbers 1, 2, 3, 5, and 6, number 4 being 

, omitted) were approved as conditions governing the use of the Association’s 
name which might serve as a guide to the Secretary insofar as these are 
applicable in this matter. The present committee is asked, therefore, to review 
the previous experiments on panel reports and expert polls and to suggest 
new experiments to be conducted in connection with the annual program 
if so approved by the President. As a result of this study and experience 
more specific recommendations are expected. The Ad Hoc Committee on the 
Webb-Pomerene Act, E. S. Mason, Chairman, has not yet reported, and the 
Report of the’ Committee on Agricultural Support. Prices, E. J. Working, 
Chairman, has not materialized in final form. No further experiments either 
of the panel report or the poll types have been undertaken. 

Research. A résumé ofthe Association’s efforts to stimulate research—a 
statement of the assignment made to the present Committee on Research—is 
given in last year’s Secretary’s Report (Papers and Proceedings, May, 1946, 
_ pages 879-880). During the past year the committee has held several meetings 
and has made progress in organizing subcommittees to study and report on 
the preservation of war records and: exposing promising research projects” 
utilizing such material in the following fields: Price Control and Rationing 
(R. B. Heflebower), Liquid and Solid Fuels (J. S. Bain), Labor and Man- 
power Problems (H. D. Wolf), and Economic Problems of Interest to-the 
Department of State (W. S. Hunsberger). An additional report was sub- 
mitted at Atlantic City on War Production Board records by David Novick 
and on World War II Records Project by Philip M. Hamer. N 
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A further analysis of the quesGonnaire on ways and means of improving 
research sent to the members last year is included in the committee’s report. 

The $1,500 appropriated last year for field work and other expenses has 
not yet been exhausted. , 


Committees Appointed During the Year: 


Committee on Local Arrangements Committee on Classification 
J. Weldon Hoot James Washington Bell, Chairman 
Committee On Elections Paul T. Homan 
John H. Wills, Chairman Fritz Machlup 
Walter E. Hoadley, Jr. Joseph J. Spengler 
James Washington Bell, Ex Officio Frank W. Fetter 
Finance Committee Nominating Committee 
Roy C. Osgood, Chairman Charles O. Hardy, Chairman 
Charles C. Wells J. Frederic Dewhurst 
James Washington Bell Joseph S. Davis 
Committee on Review of Economics David M. Wright 
Albert B. Wolfe, Editor Oliver C. Lockhart 


Mildred B. Northrop 


Representatives of the Association on Various Occasions: 
Inauguration of Arthur Holly Compton as Chancellor of Washington Uni- 
versity | 
Isaac Lippincott 
Inauguration of James Lewis Morrill as President of the University of 
Minnesota 
Roy G. Blakey ‘ 
Centennial Celebration of founding of MacMurray College 
Edgar W. Martin 
Inauguration of Albert Ray Olpin as President of University of Utah 
Thomas A. Beal 
Inauguration of Martha Lucas as President of Sweet Briar College 
Gladys Boone 
Inauguration of Richard Leighton Greene as President of Wells College 
Jean S. Davis 
Inauguration of Martin Dewey Whitaker as President of Lehigh University ° 
Frederick A. Bradford 
Tnauguration of J. H. Case as President of Washington and Jefferson Col- 
lege 
Maurice C. Waltersdorf 
Sesquicentennial Celebration, University of North Carolina 
John B. Woosley 
Fiftieth Annual Meeting of the American Academy of Political and Social 
Science 
George W. Taylor 
Emory R. Johnson 
Karl R. Bopp 
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Inauguration of Arthur G. Coons-as President of Occidental College 
Dudley F. Pegrum ? 

„Celebration of Tiftieth Anniversary, State College for Women, Montevallo, 

Alabama f 
James Holladay 

Inauguration of G. M. Modlin as President of the University of Richmond 
Raymond B. Pinchbeck 

Inauguration of Thomas Jones as President of Earlham College 
Claude L. Stinneford 


Mailing List. The use of the mailing list was granted to the following: 


Office of Price Administration 
To send Report of War Mobilization Director, Battle for Production 
Committee for Economic Development ` 
To send Toward More Production, More Jobs and More Freedom and 
Agriculture in an Expanding Economy 
Columbia University ~ 
To send announcement of a new School on International Affairs 
C. F. Remer, University of Michigan 
To poll membership on British loan 
W. R. Grace and Company 
To send to selected list general informational material regarding foreign 
trade and the United States Merchant Marine, including a reprint from 
the Saturday Evening Post 
Royal Institute of International Affairs 
To promote International A ffairs 
General Motors Corporation 
To send pamphlet containing speech by Ludwig Mises 
Association of American Railroads 
To send material of interest to members, including Economic and Trans- 
portation Prospects 
American University Teaching Institute of Economics 
- To send.notice regarding Summer Conference on Teaching of Economics 
The Manchester School 
To send out advertising matter 
Public Administration Service : 
To send advertisement for Sales Taxes and Other Excises, by R, G. and’ 
G. C. Blakey 
Philip Cortney 
To send copies of “Keynes’ Posthumous Message,” reprinted from Com- 
mercial and Financial Chronicle ~ . 
Twentieth Century Fund i A 
To send material about For This We Fought 
Donald B. Woodward, Committee on Public Debt Policy 
To send monographs to members 
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It is with regret that the names of the following persons have been removed 
from our active membership list, notice of their deaths having been received 
during the year: 


Robert S. Aspinwall John M. Keynes 
Leonard P. Ayres Gustav A. Kleene 
Gilbert H. Barnes ; Francis H. McLean 
Irvin Bendiner Harry Mehlman 
Alva H. Benton William F. Musbach 
William W. Carman Corliss L. Parry 
Sir John Clapham (Honorary Mem- Harald S. Patton 
ber) = Arthur G. Peterson 
Victor S. Clark Eugene R. Pike 
Thomas F. Conway Maurice H. Robinson 
McPherrin H. Donaldson ~ Leonard A. Salter, Jr. 
Edwin F, Dummeier Henry C. Simons 
Edwin F. Gay James G. Smith 
John H. Gray Alan N. Steyne 
Eugene A. Heimann H. John Stratton 
Charles W. Holloway Orlando F. Weber 
Edwin W. Kemmerer Leo D. Woodworth 


Respectfully submitted, 
James WASHINGTON BELL, Secretary 


Exuuisit I 
PUBLICATION Costs 
PROCEEDINGS HANDBOOKS 
Number Number .Number Number 
Year* of . of Cost of of Cost 
Pages Copies Pages Copies 

1930 222 4,300 $1,353.91 
1931 308 4,300 1,919.18 88 4,200 $ 589.54 
1932 316 4,200 1,819.75 
1933 216 4,000 1,284.85 88 3,900 522.71 
1934 232 3,700 1,192.91 
1935 248 4,000 1,347.88 
1936 360 4,200 2,037.90 58 4,100 454.36 
1937 344 4,300 1,922.03 
1938 200 4,500 1,234.10 112 4,500 1,118.84? 
1939 288 4,600 1,785.91 
1940 444 4,900 2,658.12 108 5,000 822.58 
1941 479 5,200 3,294.45 
1942 548 5,400 3,909.79 208 5,500 1,775.72" 
1943 535 5,500- 3,652.56 
1944 470 5,800 3,350.40 

144 5,900 1,215.22? 
1945 536 6,400 4,502.84 
1946 960 6,700 8,149.90 143 6,900 2,035.71 


* This is the year of publication and pertains to the meeting of the preceding year. The 
figures are published in the subsequent year. 
*“Who’s who” volumes. 


*Part of papers presented at annual meeting published as supplement to June number. 
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Exuzsir II 


MEMBERS AND SUBSCRIBERS 


Total 
12/11/45 

Annual members .......... 3,971 
Junior members .......... 64 
Family members ......... 56 
Complimentary. members ... 17 
Life members ...........- 31 
Honorary members ....... 15 
Subtotals ..........00+ 4,184 
Subscribers ......2-..00005 1,752 
Totals icecitendiomesiew 5,906 


Added 


673* 

138" 

18° 
7 


836 
743 


1,579 


7 Includes 28 junior members changed to annual. 


_. * Resigned, 60; nonpayment of dues, 111; died, 29; 
junior members, 23; changed to family member, 1. - 


-® Includes 23 annual members changed to junior. 
4 Includes 28 junior members changed to annual. 
"Includes 1 annual member changed to family. 
® Includes 9 complimentary members who do not receive the publications of the Associa- 


tion. 


` 


` 


Removed 


268? 
49% 
6 
3 


2 


328 
334 


662 


Gain 


or Loss * 


405 
89 
12. 


917 i 


Total ` 
12/1/46 
4,376 | 
153 °-. 
\ 
21° - 
31. 
13 
4,662 
2,161. 


6,823 


lack of address, 44; changed to 


REPORT OF THE TREASURER OF THE ASSOCIATION FOR THE 
YEAR ENDING DECEMBER 7, 1946 


The following summary shows a comparison of the chief sources of income 
‘and the major expenditures- for the fiscal years ending December 11, 1945, - 
and December 7, 1946, 


























o5 Increase 
3 $ or 
Income ` 1945 1946 Decrease 
Membership dues ......... 0. ccecceneneeee $20,260 $22,076 $ 1,816 
Interest and dividends 3,862 3,547 315 
Profit on sale of securities .............ceeee 2,162 4,187 2,025 
Publications income ..........0ee cece ve eeee 11,164 14,144 2,980 
Total income scese prinsi ropena ieina $37,448 $43,954 $ 6,506 
Expenses 
Administrative and operating ............... $ 9,642 $11,224 $ 1,582 
Publications (Review, Papers and Proceedings, 

Handbook) ..ccccvcccuvccccvcccucceeuces 22,890 | 28,857 5,967 
Total expenses ........ EEA E $32,532 $40,081 $ 7,549 
Net operating income ........-.ee.ee ees $ 4,916 $ 3,873 $ 1,043 

Additional appropriations for committees .... 1,000 
Net income ..... Tananan Brera aera aie $ 2,873 


Appropriations have been made by the Executive Committee during the 
past two years, some of which have been made on a contingent basis and 
others made but not utilized. The record can be briefly summarized in the 
table following: 


ANALYSIS OF FUNDS APPROPRIATED IN 1946 


Unexpended Appro- Expended Unexpended 
Balance priation During Balance 
12/11/45 1946 Period 12/7/46 
1. Committee on R.O.E. ` $5,000.00 $5,000.00” 
2. Committee on Teaching $ 600.00° 1,000.00 $200.00 1,400.00 
3. Committee on Research 1,176.50% Carried over 238.17 938.33 


*In December, 1945, the sum of $10,000 was appropriated contingent upon raising 
$25, 000 outside. 
» Renewed project cancels this appropriation and substitutes $7,500. 
$ < Original appropriation $1,000. 
* Original appropriation $1,500. 


A continued growth in our membership and subscription list accounts for 
a large part of our increased income although income from. advertising and sales 
of copies contributed a greater share than in any previous year. Interest 
and dividends fell off somewhat, but we took a rather substantial profit from 
sales of securities. This latter is a nonrecurring item, and since we reinvested 
the proceeds in government bonds it will have the effect of lowering future 
income from investments from that source. 

Our total expenses rose by an amount even greater than our income, The 
items chiefly responsible for this result are the extraordinarily large volume 
oi Papers and Proceedings this year ($8, 150 for 6 ,700 copies compared to 


` t te wit s 
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the previous volume which cost $4,500 for 6,400 copies) and the publication -` 
of 6,900 copies of the Handbook (at $2,035) and also the heavier_adminis- 
trative and operating expense ($1,582). This latter item reflects the costs of 
servicing a growing organization during a period when cdsts are rising and 
marked transitional changes are taking place. Under these circumstances 


'. it is significant that the expenses of our operations have shown such small 


increase. This is particularly true in the case of the Review and the Manag- 
ing Editor’s office. - 

The net operating revenue ($3, 873) is only slightly ‘under that of last 
year ($4,916). Allowing for contingent ‘liabilities our financial condition is 
substantially the same this year as last. 

For an historical view of our financial condition, attention may again be 
drawn to the Report of the Treasurer in the May, 1945, Proceedings, pages 
472-477, where charts and graphs are presented, showing net annual income 
or loss and accumulated surplus, 1909-45, security holdings at cost and at. 
market, 1920-44, aid return on stocks and bonds held in the investment 
‘account, 1925-44. Unappropriated surplus at the end of this period stands 

-at $68,887 -(see Auditor’s’ Report, Exhibit I) compared to $66,014 at year 
end December 11, 1945. In the Proceedings of May, 1946 (pages 892-894) 
may be found a report on the Long-run Financial Policy of the Association 
which should be of interest to members who are concerned about the use we 

` plan to make of our resources. 

_ The tables following bring up to date the history of our investments 
and -the rate of return on thèse holdings. Figures for cost and market price 
of stocks and bonds are taken from the Report of the Finance Committee. 
Income figures may be found in the Auditor’s Report of December 7, 1946. 


`` The rate of return is roughly determined by the ratio of interest and divi- 


dends received to cost and to market values. This figure shows a yield of 4.3 
per cent on cost of holdings and 3.9-per cent on market quotations of No- 
vember 27 and 3.8 per cent on market quotations of December 31. f 
The list of our stock’ and bond holdings, with cost and market values,. 
may be found in the Report of the Finance Committee. Again this year we 
should express our heartfelt appreciation. for the considerate and valuable 
service rendered by Roy C. Osgood, Chairman, and Charles C. Wells in 
connection with the administration of this fund. 


Respectfully submitted, 
James WASHINGTON BELL, Treasurer 


> ~ 
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INVESTMENT PORTFOLIO 
At Par Cost Market 

Year a ` 

` Stocks and 

Bonds Stocks Total Bonds 

1925 $25,000 | $24,601.75 $24,661.75 
1926 27,00 26,623.25 26,623.25 
1927 29,000 26,688.45 28,688.45 
1928 29,000 28,633.45 28,633.45 
1929 31,000 30,569.48 30,569.48 
1930 31,000 32,439.48 32,439.48 $32,635.40 
1931 39,500 39,134.48 39,134.48 32,307 .44 
1932 40,500 41,134.48 41,134.48 33,239.70 
1933 33,500 22,962.48 | $ 3,954.23 36,916.71 31,522.50 
1934 31,500 30,989.48 3,954.23 34,943.71 34,714.00 
1935 “16,000 15,280.48 28,114.50 43,394.98 50,338.72 
1936 17,000 16,260.13 33,712.57 49 972.70 62,991.00 
1937 20,000 19,160.91 37,399.20 56,560.11 52,064.75 
1938 22,000 20,180.95 38,302.20 58,483.15 58,598.88 
1939 22,000 20,039.57 41,155.95 61,195.52 61,529.38 
1940 25,000 22,519.80 41,155.95 63,675.75 60,553.88 
1941 25,000 | 22,439.81 51,155.95 63,595.76 58,606.11 
1942 27,000 24,651.12 41,556.06 66,207.18 58,211.88 
1943 28,000 23,822.54 40,071.31 63,893.85 66,012.12 
1944 30,000 25,731.51 46,033.81 71,765.32 81,844.01 
1945 40,000 36,705.95 44,955.81 81,661.76 103,574.76 
1946 40,000 37,964.08 47 ,422.89 85,386.97 93 ,682 .61* 


* As of November 27, 1946. The December 31 total was $96,085.00. 


RETURN ON INVESTMENTS 


Year Bonds Stocks Total Rate of heen 
1925 $1,350.00 $1,350 .00* 

1926 1,410.00 1,410.00* 

1927 1,524.70 1,524.70 

1928 1,642.77 1,642.77 

1929 . 1,575.44 1,575.44+ 

1930 1,695.21 1,695.21 5.22% 
1931 1,886.81 1,886.81 4.82 
1932 2,014.36 2,014.36 4.89 
1933 1,679.49 $ 108.57 1,789.06 4.84 
1934 1,593.13 218.07 1,811.20 5.18 
1935 . 1,022.96 680.70 1,703.66 3.92 
1936 801.77 1,597.63 2,399.40 5.00 
1937 884.87 2,689.62 3,574.49 6.31 
1938 928.04 2,063.02 2,991.06 5.11 
1939 978.79 1,781.52 2,760.31 4.54 
1940 1,037.56 2,182.46 3,220.02 5.06 
1941 1,088.97 2,497.35 3,586.32 5.64 
1942 1,306.49 2,186.17 3,492.66 5.28 
1943 1,133.97 2,094.47 3,228.44 4.90 
1944 992.67 2,410.57 3,403.24 4.60 
1945 “1,479.99 2,488.85 3,968.84 4.71 
1946 1,213.65 2,441.13 3,654.78 4.30 





x Estimated income for year. 
f Certificate of deposit interest included. 
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REPORT OF THE FINANCE COMMITTEE 


The summary table following shows the cost and market value of the 
Association’s holdings of bonds, preferred stock, and common stock. The cost 
figures are as of the close of business, November 27, 1946, and the market 
figures are for November 21, 1945, and for two dates of this 'year—November 
27, to compare with previous fiscal year figures, and December 31, 1946. 
This latter figure is included since there is some thought of changing the 
fiscal year and these dates may prove useful for future reference. 


Cost o of Holdings Market Value or Last Sale 7 
Held on 11/27/46 -11/21/45 >` 14/27/46 12/31/46 
Bonds .........+. > , $37,964.08 $ 40,241.25" $38,484.85 $38,572.50 
Stock .......... l. 47,422.89 63,333.51 55,197.76 ` 57,512.50 
$85,386.97 "$103,574.76 $ $93,682.61 $96,085.00 


During the past fiscal year the following securities were sold or presented 
for payment when called: 


f : - Cost Sale Profit 
20 Shares Erie Railroad Company Common .......... $ 279.13 $ 403.00 $ 123.87 
50 Shares Mesta Machine Company Common ......... 2,007.37 2,841.55 834.18 
25 Shares J. C, Penney Company Common .......... . 1,767.90 3,716.25 1,948.35, 
50 Shares Standard Oil ‘of California Common :..... .. 2,097.27 2,382.50 285.23 

, $2,000 N.Y. Central and Hudson River R.R. 414% Re- ; 

funding and Improvement Series A, 2013 ........... 1,735.00 1,927.50 192.50 

$5,000 Southern Pacific Company. 404%, 1969 asasena 4,282.50 5,085.00 802.50 





$12,169.17 $16,355.80 $4,186.63 


In this year we added to our holdings: 


: Cost 
100 Shares Gulf Oil Corporation $25.00 Par Value Common ..............+- $6,212.50 
50 Shares Kroger Grocery and Baking Company Commom.........02.0005 + 2,406.25 
$7,000 United States Treasury 214% Bonds 12/18/72/67 ...... Gelenies cn SAA 7,275.63 


The committee has read an illuminating report on the Association’s invest- 
‘ment account prepared by Professor W. H. Steiner, of Brooklyn College. 
The report contains a breakdown of our investment holdings into common 
and preferred stocks and bonds, the number of and size of issues held, classi- 
fication of issues according to type (industrial, public utility, and so forth), 
quality and maturity, the activity of accounts, cost and market values, yield 
and capital appreciation or depreciation, and, finally, according to realized 
and unrealized gains. This latter consideration prompts brief comment on our 
policy. 

We have previously stated in these reports that our conse in managing 
this- fund is motivated by a desire to conserve our resources, get a reasonably 
stable income and a favorable yield,- yet derive some advantage from capital 
appreciation without, however, attempting to risk realizing on trading 
profits. For instance, when it was decided in March, 1946, to take profits 
from J. C. Penney, to shift Mesta Machine to Kroger Grocery and Baking 

~ and Standard Oil of California to Gulf Oil and to buy United States govern- 


’ 
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ments from the proceeds of Erie, Penney, and the railroad bonds, we con- 
sidered the market situation somewhat unstable, with a slight recession 
not unlikely. It was thought advisable to invest cash proceeds in United 
States bonds and hold the $14,000 worth of bonds as an investment but 
available for conversion into other bonds and stocks in case the market 
should slip badly. It was not our belief that any substantial recession would 
take place this year and the weakness in the market did not appear so serious 
as to warrant wholesale liquidation with the intent of holding cash for 
buying bargains in a bear market at a later time. 

Critics might point out that the management of our account is greatly 
simpliñed by its tax exemption—which could mean much to traders making 
it a business of going in and out of the market. Indeed, it is often tempting 
to buy and sell on a short-run basis without the tax deterrent staring us in 
the face, but the responsibility of trusteeship weighs heavily against in- 
dulging in such risky practice. To repeat, the committee is governed in its 
conduct by a desire to see the Association’s funds conservatively invested in 
securities yielding a reasonable rate of return over a long-run period. 

Listed below are the bonds, preferred stock, and common stock holdings 
of the Association showing cost and market values as of November 21, 1945, 
and November 27, 1946. 


\ Bonps 


Value 
Market or Last Sale 
Amount * Issue Int. Due Cost 11/21/45 11/27/46 
$5,000 Central New England Ry., 
1st Mtge. 4% 1961 $4,755.00 $5,087.50 $4,393.75 
3,000 Chicago and Northwestern 
Ry., 2nd Mtge. 44 1999 2,431.50 2,730.00 2,370.00 
2,000 Grand Trunk Western Ry. 
Co., Ist Mtge., 50-year 4 1950 1,855.45 2,145.00 2,092.50 
3,000 Illinois Central R.R., St. 
Louis Div. 3 1951 2,212.50 3,056.25 2,797.50 
3,000 New York Central and Hud- 
son River R.R., Ref. and 
Imp., Scries A 4$ 2013 2,437.50 2,737.50 2,257.50 
1,000 Pennsylvania R.R. Co., Gen. 
Mtge., Series D 44 1981 986.50 1,267.50 1,125.00 
1,000 Pere Marquette Ry. Co., {st 
: Mtge. 33 1980 1,000.00 1,026.25 1,035.00 
1,000 Reading Co., 1st and Ref., 
Series D 34 1995 1,010.00 998.75 975.00 
3,000 U.S. Defense Bonds, SeriesG 23 1954 3,000.00 3,000.00 3,000.00 
3,000 U.S. Government 2 1953/51 3,000.00 3,112.50 3,063.60 
8,000 U.S. Treasury Bonds 24 1972/67 8,000.00 8,080.00 8,200.00 
7,000 U.S, Treasury Bonds (12/15) 24 1972/67 7,275.63 7,175.00 


w : # 
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STOCKS 
_ Value 
: ; Market or Last Sale 
Number of Shares of Preferred Stock š Cost ` l 1/21 /45 11/27/46, 
25 Crane Co., 32% Cum. Pid.................. $2,550.00 $2,675.00 $2,525.00 
14.+ Glidden Cor- oneri eoa enee aes E 735.00 - °787.50 . 577.50 
25 International Harvester Co................. 3,686.63 4,637.50 4,537.50 
N rnn of Shares of Common Stock Ee 

Chesapeake and Ohio R.R. Co.......... „e... 1,309.07 1,415.63, 1,293.75 
33 Commonwealth Edison Co................-. n 1,525.51 1,842.50 .1, 787.50 
_ 50 Genral American Transportation Corp....... 3,084.30 2,981.25 2,462.50 
100 General Electric Co..... 0.0... eee c eee eee ee 2,738.19 ` 4,687.50 3, 450.00 
50 General Motors Corp................50.0065 2,057.47 3,612.50 2, 506.25 
- 58 Glidden Co.......... 2. cece eee neces ‘engine 1,635.72 2,146.00 2, 349, 00 
100 Gulf Oil Corp., $25.00 Par Value............ 6,212.50 : 6,050.00 
50 Houston Lighting and Power............... 3,237.50 4,250.00 4,300.00 
50 Kroger Grocery and Baking Co.............. 1,297.22 2,362.50 2,462.50 
50 Kroger Grocery and Baking Co.............. 2,406.25 2,462.50 
25 Liggett and Myers Co., B.................- 2,018.13 2,478.13 2,356.25. 
50 Link-Belt Co..... 0. cece eee cece eee 2,524.15 2,868.75 2, '412.50 
25 J.C. Penney Coss. iersinii cece cece ences 1,110.38 1, 037. 50 
50 Procter and Gamble Co...............2..4. 2,459.72 3,200.00 2, "900.00 
50 Standard Brands, Inc................00000- 852.62 2,125.00 1, 752.50 
'50 Union Carbide and Carbon Corp............. 2,867.88 4,950.00 4, ’ 500.00 
100 Wayne Pump Co........... 0... ce cence eee 3,114.65 4,250.00 3, 475.00 


Respectfully submitted, \ 
Roy C. Oscoop, Chairman 
CHARLES C. WELLS 
James WaSHINGTON BELL 


DAT 


THE INVESTMENT ACCOUNT OF THE ee ECONOMIC 
ASSOCIATION 


By WILLIAM H. STEINER 
Brooklyn College 


At the close of 1945 the investment account of the American Economic 
Association consisted of securities costing over $81,000 and having a market 
value of over $103,000, while showing a current return of slightly under 
$4,000. The account dates back to the close of the first World War, when the 
treasury of the Association was depleted and a special finance committee was 
appointed. The committee’s efforts met with success and made possible an, 
increase in the portfolio (at cost) from $4,000 in 1920 to $24,600 in 1925. 
During these years the Treasurer of the Association himself supervised in- 
vestments, reporting his actions to the Executive Committee for its approval. 
In 1925 the supervision of the investment of the funds of the Association was 
transferred to a presidentially appointed standing committee, that on finance, 
composed of the Treasurer and two other members. In that year the securities 
were first placed in a custodian account with a banking institution, and this has 
been the only expense of operation.+ 

Since 1925 the account must be regarded as essentially a professionally 
managed fund. The initial committee included Dr. C. H. Crennan, of the 
Continental National Bank of Chicago, as chairman and Mr. Waddill Catch- 
ings, of Goldman Sachs and Company of New York. In 1931 Mr. G. B. 
Roberts, Jr., of the National City Bank of New York, replaced Mr. Catchings 
and in 1935 he was in turn replaced by Mr. C. C. Wells, of Mullaney, Ross and 
Company. In 1937 the chairman was replaced by Mr. Roy C. Osgood, of 
the First National Bank of Chicago; meanwhile Dr. F. S. Deibler has been 
replaced in 1936 by Dr. J. W. Bell as Treasurer of the Association and 
third member of the committee. These facts are cited to show both the 
caliber of the committee and the essential continuity of its membership. Only 
between 1935 and 1937 did resignations completely alter its composition, 
and then the change Look place gradually over a three-year period. Since its 
inception the committee has held periodic meetings and whenever it deemed 
it necessary or desirable has had analyses made both of the portfolio and of 
individual securities. 

Since 1925 the record of the account falls essentially into two periods. For 
the first ten years the account was practically a bond fund; only in 1933 were 
common stocks added and they then comprised only one-ninth the portfolio 
(at cost). In 1935, however, a balanced fund emerged with a substantial shift 
from bonds to common stocks, and ever since stocks have exceeded bonds in 
dollar amount held. Incidentally, it should be observed that the policy has 
been followed of keeping the account fully invested. Deviations have been 
minor; for example, in the later twenties the holding of some certificates 
of deposit (really a continuation of an earlier policy) or in 1937 the holding of 
cash for several months pending suitable investment opportunities. Other- 


* Three official sources have been used in preparing this paper: the annual reports of the 
Auditor, the Finance Committee, and the Treasurer (especially that for 1944). 
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- wise, funds have either been withdrawn or, apay recently, placed in 3 
` United States governments. 

Since the Finance Committee has assumed jurisdiction the growth of the 
account by and large has reflected reinvestment of earnings rather than pro- 
vision of new capital. For the fifteen years 1931 through 1945 the growth . 
of $49,222.28 in principal (at cost) was almost equal to the current income 
and net capital gains received during the period,? when the custodian’s fees of 
$1,069.96 arè ignored. The trend-had already been ‘evident in 1936, when 
the committee noted that the accessions of $20,194.50 to the initial fund 
in 1925 of $24,661.00 almost equaled the income received of $20,802.61, 
which excluded capital gains. pe eS 

The growth in the account shown in Chart I, Treasurer’s Report, 1944, 
however, has. been irregular. The rate of return has varied from year to year; 
the current yield has declined markedly; and the net realized capital gains 
(and losses) while rarely large, have followed no regular pattern. More im- 
portant, in ‘certain years the income has been withdrawn while in others new 
capital has been provided in addition to reinvestment of that income. In 
fact, in all but five? of the twenty years since 1925 the account has increased. 

On the other hand, only in six of the last fifteen years has new money -been 
invested; in the remaining nine-years the principal (at cost) has either de- 
creased (in four years) or has grown less than the current income plus y 
capital gains that year. In other words, in these years income has been t 
withdrawn in part. These shifts in policy reflect changes in investment 
opportunities as well as the cash needs of the Association and its other 
revenues, Thus the Finance Committee explained in 1941 that the low return 
on good bonds and the uncommonly. great risk of declining stock prices made 
_ the time unpropitious for making new investments, and the Treasurer ob- 
served that it therefore seemed less desirable to augment investment holdings 
than to spend the current income on activities of the Association. 

An analysis of the account and its operation is of interest for several 
reasons: 

1. The limited size and specific objectives of the account, which parallel 

` those of conservative individuals seeking both -from savings and from invest- 
ment performance to build up a moderate accumulation and to derive a 
satisfactory current return.  - ' 

‘2, The policies followed and the vsili achieved during an interesting but 
difficult period. 

It should be noted, however, that unlike the individual the account faces 
no problem of taxation (and at different rates) on current income and capital 
gains, On the other hand, the committee does have the e PORD of 
trusteeship. 

i I . 

In its report for 1937 the Finance Committee enunciated most fully the & 
investment principles which it followed. It sought (1) to conserve capital, (2)- À 
to obtain reasonable stability of income, and (3) to achieve as high a yield as 

? Between one-sixth and one-seventh of the total represented capital gains. 


3 Namely, 1928, 1933, 1934, 1941, and 1943. The drop in 1928 and 1941 was purely 
nominal. i A ; s . 
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is compatible with the risks that can reasonably be assumed. In the early - 
thirties the committee had already stated that it regarded the account as an 
investment account and that it did not seek trading profits—the latter a 
point reiterated by the Treasurer in 1944. In the latter year the Treasurer 
characterized the securities held as “‘businessmen’s risks” bearing a good yield. 

From the record it is evident that size and stability of income have been 
predominant in the operation of the account. This is equally true after as 
before 1935. As to principal, the committee largely though not entirely has 
taken a defensive approach. In the early thirties, when the account was 
practically entirely a bond fund the committee stated that it watched for 
stability of earnings and ability to meet the principal at maturity, selling 
promptly a security unable to meet these tests. And in 1939 it called attention 
to the risk of fall in value of the low-yield, high-grade bonds which normally 
would be used in a fund solely interested in the security of capital. But the 
committee more recently has not scorned an opportunity on occasion to buy 
a security promising rapid appreciation. Several senior reorganization rails may 
be cited, ‘such as St. Paul generals in 1943 and Chicago and Northwestern 
generals just prior to reorganization in 1944, as well as more marginal rails 
such as New York Central refunding and improvements! in 1945, and United 
States Gypsum common stock in 1935. In 1935 the committee stated that 
in view of financial conditions it had decided to realize on bonds reaching 
the call price. The next year the committee enunciated a policy of buying 
bonds with a reasonable chance of appreciation or which were expected to move 
up before the stocks below them were likely to show any great appreciation, 
while avoiding AAA money rate bonds, 

As already noted, since 1935 the account has represented a balanced fund 
involving both equity and creditor positions. Only in that year, when a 
wholesale shift occurred from bonds to common stocks, did the committee call 
attention to its stock purchases; in 1933 no special mention had been made 
of a switch for the first time of some funds from bonds into three common 
stocks. In 1935 the goal of 50 per cent bonds and 50 per cent equities was 
established, a policy which has been maintained more or less as an objective 
ever since. For the next three years, however, the actual proportion was more 
nearly one-third bonds and two-thirds stock, but since 1939 it has increased 
to approximately 40 per cent bonds and 60 per cent stock, part of the latter 
preferred. At the close of 1941 the committee’s analysis showed holdings 
(at market) equal to 38.6 per cent bonds, 12.5 per cent preferred and 49.9 
per cent common stock,* while at the close of 1945 the respective proportions 
were 39.0 per cent, 7.8 per cent, and 53.2 per cent. 

Diversification has also been evident in other directions. Between 1925 
and 1934 the number of issues held ranged from thirteen to twenty-eight, 
between 1935 and 1945 from twenty-four to thirty-seven. The number has 
tended to increase as the fund increased in size. Beginning with 1935, in 
every year the number of common stocks has at least equaled and in about 
half the years exceeded the number of bond issues. From 1938 on, either 


* These figures are for a date slightly earlier than that used in preparing the figures in 
the paragraphs that follow. 
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three or four preferred issues have been in the portfolio. In 1941 the com- 
mittee considered selling a security when the commitment (at market) ex- 
ceeded $2,800. Stock holdings (at cost) have mostly ranged from about 
$1,000 to $3,000, with no marked concentration, while bond holdings until 
recent years have been almost equally around $1,000 and $2,000. However, 
policies as to stock and as to bond investments have differed greatly, both as 
to kind of issue and activity, hence require separate treatment. 

From 1925 through 1931 twenty-eight bond issues in all were acquired; after 
a lull of three years of no purchases at all, thirty-two other issues from 1935 
through 1945. In the later twenties chief emphasis was placed on industrials; 
in the earlier thirties on rails and utilities. Utilities and industrials had both 
petered out by thé. opening of the forties, when attention was focused upon 
rails and to a lesser extent United States governments. In substantial degree, 
of course, purchases have been due to the necessity of replacing utility and 
industrial issues that had been called rather than those voluntarily sold. 

These changes in direction of purchasing activity find their reflection in the 
composition of the portfolio. The accompanying table shows bond holdings, by 
classes, in 1936, 1941, and 1945, 
$ 1936 . 1941 s 1945 


Number Per Cent of Number Per Cent of Number Per Cent of 
of Issues Portfolio of Issues Portfolio of Issues Portfolio 


: (at (at at 

Class market) market) market) 
Railroad ........... 7 14.3 9 18.8 9 25.3 
Public utility ....... 4 11.0 4. 13.6 
Industrial .......... 1. 1.7 2 3.4 
Foreign government . 1 1.5 
U.S. government ... 3 13.7 

Total .......... 12 27.0 16 37.3 12 39.0 


The number of bonds of one issue bought appears always to have varied 
with the funds available and the committee’s opinion of the attractiveness 
of the issue. Usually, only oné or two $1,000 bonds have been bought, but 
during the last few years from three to five bonds have sometimes been 
acquired. The largest commitment has been $8,000 of U. S. Treasury’s in 
1945, but in that year a single piece of each of two rails was bought, three 
bonds of another issue, and five of another, while two rail holdings added 
the year before were each increased from three to five bonds. Maturities have 
generally been spaced; in 1941, when no governments were held, 2 per cent 
of the holdings had been or were to be called, 7 per cent matured in one to 
five years, 10 per cent in five to fifteen years, and only 5 per cent in over 
thirty years. However, in 1945, when over one-third the bond holdings con- 
sisted. of United States governments ‘the maturities of the corporate Ponds 
had lengthened appreciably. 

Bonds may also be classified by quality. To be sure, ratings are subject to 
serious limitations, notably their reflection of past performance rather than 
future prospects. Thus ratings since the mid-thirties have perhaps been unduly 
depressed, whereas during the preceding decade they had been overly high. 
The accompanying table shows the Moody ratings of the bonds in the 
account, by number of issues held, in 1925, 1931, 1933, 1936, 1941, and 1945. 


- 


REPORT ON THE INVESTMENT accofowr 733 


Govern- 
Year ment* Not Rated Aaa Aa A Baa Ba B Ca Total 
1925 2 1 2 5 3 13 
1931 4 4 9 3 7 27 
1933 4 1 5 3 6 5 1 25 
1936 3 7 2 12 
1941 1 1 7 5 1 1 16 
1945 3 2 2 4 1 12 


* U.S. and other. 


It may be observed, too, that in recent years increased emphasis has been 
placed upon purchase of junior mortgage or debenture bonds instead of 
senior securities. However, the record has been good; only two defaults have 
been reported, both in rails—one in 1936, the other in 1938. 

Preferred stocks play a minor role in the account. They were first added 
in 1936 and have never exceeded four in number. One has been a rail, 
another a financial issue, and the remainder industrials; all have been high 
grade. In 1941 the four preferred issues accounted for 12.3 per cent of the 
portfolio and in 1945 the three issues then held for only 7.8 per cent. 

Common stock first appeared in the portfolio in 1933, when three issues were 
added, but began to play a major role only in 1935. During the eleven-year 
period beginning in the latter year twenty-one issues were purchased. Whereas 
rails have bulked largest in the bond portfolio, industrials overshadow all 
other classes among the common stocks. The accompanying table shows 
common stock holdings, by classes, in 1936, 1941, and 1945. 


1936 1941 1945 
Number Per Cent of Number Per Cent of Number Per Cent of 
of Issues Portfolio of Issues Portfolio of Issues Portfolio 


{at (at (at 
Class market) market) market) 
Railroad asses. 1 2.7 1 1.5 2 1,7 
Public utility ........ 1 2.1 2 5.9 
Industrial ..  ....... 14 69.1 14 46.8 14 45.6 
Total ........66. 15. 71.8 16 50.4 18 ` 53.2 


The common stocks have been confined to dividend payers; again, unlike the 
bonds they may be termed in general junior blue chips. The desire for 
diversification in a portfolio of such limited size has caused holdings to be 
chiefiy in fifty-share lots; in rare instances, other amounts such as twenty-five 
or a hundred shares have been acquired instead. The varied prices of individual 
issues have caused holdings to differ greatly in dollar amount. 

Turning to activity of the portfolio, changes from year to year are similar 
to those shown for investment trusts since 1940 in the annual compilation of 
Arthur Wiesenberger and Company, although substantially less in amount. 
The accompanying table shows, beginning with 1931, the annual ratio of 
purchases and sales (including calls), as well as total transactions to average 
capital employed during the year, as derived from market value of portfolio 
at opening and close of the year. 


*The small amount of Erie preferred received in reorganization is not considered here. 
It may be observed in passing that prior to 1925 the Treasurer had already purchased some 
preferred shares, 
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Year Purchases Sales Total Transactions 
1931 29.6 ili 40.7 g 
1932 

1933 12.2 13.2 25.4 

1934 i 6.8 6.8 

1935 82.3 60.9 143.2 - 

1936 37.4 ` 35.5 72.9 

1937 11.5 11.5 

1938 5.3 1.9 7.2 

1939 9.2 4.2 13.4 

1940 7.2 3.4 10.6 

1941 3.1 3.5 6.6 

1942 11.2 6.6 17.8 

1943 8.7 12.3 21.0 

1944 23.2 44 27.6 

1945 24.9 25.3 50.2 


Only in the two years 1935 and 1936, in which the portfolio was readjusted 
to a balanced status, were transactions very heavy. The only other years that 
should be mentioned, in descending order, are 1945, 1931, 1944, 1933, and- 
1943. It will be noted that purchases and sales have varied in relative 
importance. 

The over-all figures, however, obscure fundamental differences in activity 
between bonds and stocks. In the absence of detailed dollar data of market 
value of holdings the contrast is perhaps most clearly revealed by the accom- 
panying table, which shows the number of issues bought and sold (or called) 
each year. The figures include cases where an existing holding was either 
increased or decreased as well as, for bonds, those in which securities re- 
ceived in a railroad reorganization were sold piecemeal.® 


Preferred Common 
Bonds Stock Stock 
Year Bought Sold or Bought Sold or Bought Sold 
Called Called 


1925 3 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
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_ °For these two reasons, these figures do not co-ordinate perfectly with those of changes 
in the number of issues held. . 
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From 1925 through 1934 twenty-three bonds of fifteen issues were sold or 
called as compared with seventy-seven and a half bonds of forty-six issues 
from 1935 through 1945. Utility and industrial bonds have not infrequently 
been called. In part, sales reflect changes in economic conditions. Thus, as 
already noted, in 1935 the committee felt that it should realize on bonds 
nearing their call price and in 1941 it decided in view of the lack of ready 
replacements for second-grade bonds being called as the market improved, to 
place the proceeds in United States governments. However, in only two periods 
1935-36 and 1945—-was turnover so extensive as to represent a change of 
policy. The former witnessed reduction of bond holdings incident to inaugu- 
ration of a balanced portfolio; the latter apparently represented preparation 
for postwar conditions mingled with realization of wartime opportunities for 
appreciation. Changes in bond holdings have been gradual. Some have been 
involuntary, some deliberate. Some issues have been held for as little as one 
year, others over fifteen years, and bond sales within a single year may 
include those held for shorter as well as longer periods. In other words, the 
emphasis has been upon the special situation of the individual issue. And, it 
must be observed, with the types of bonds purchased, some such degree of 
turnover is to be expected. 

Common stock turnover has been very small. The list was not disturbed by 
sales for the recession of 1937 or again in early war time. Nor were the 
prospects for individual industries or issues deemed sufficiently changeable 
to warrant sales, as in the case of bonds. Instead, the policy with respect to 
common stocks is the reverse of the policy followed in the case of bonds, 
where lower quality requires more rapid turnover as the situation of the indi- 
vidual issue changes, The common stock policy proceeded on the broadest 
cyclical lines, for economic activity as a whole, instead of being based on 
analysis of the varying economic prospects of specific industries and issuers. 
Only in 1946 was there some change. The sale of part of a chain store hold- 
ing at a handsome profit reduced a swollen investment to proper size;' there 
was one shift from a heavy to a consumer goods line; and a second 
shift from one oil company’s stock to another’s. 

A final observation is in order. In introducing common stocks into the 
portfolio, both in 1933 and in 1935-36 the prices paid were substantially above 
the lows of the year, although in most cases well below the highs. The same is 
true when buying some utility bonds and some secondary rail bonds since 
that time. In other words, the Finance Committee waited for some move- 
ment in market price to confirm improvement in underlying outlook before ' 
undertaking its commitments. 


Ir 


What investment results has it been possible to achieve by following the 
policies just outlined? Otherwise stated, what is the expectation of per- 
formance to which such management can look forward? 

A simple though rough over-all test of investment results is afforded by 
the ratio which the increase or decrease in the market value of the portfolio 
during the year bears to the invested capital. To ascertain the invested capital, 
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the market value of the portfolio at the opening of the year is increased by the 
new money added and reduced by the cash withdrawn during the year. In 


the calculation the small custodial fees, averaging about $100 a year during. 


recent years, are ignored. The accompanying table shows the ratio for each 
year, as well as the cumulative results in terms of a base of 100 for the 
mee value of the portfolio at the end of 1930. ° 


Cumulative 
Year, Ratio for Relative 
çar (end of year) 4 
1931 —0.8 99.2 
1932 3.0 102.2 ' 
1933 6.0 g 108.3 
1934 11.0 120.2 
1935 13.0 ` 135.8 
1936 - 25.8 170.8 
5 1937 —16.5 142.6 
me 1938 10.7 157.9 
1939 5.0 165.8 ` 
1940 —1.6 163.1 
1941 . —3.4 . 157.6 
1942 —0.7 156.5 
1943 15.0 180.0 
, 1944 23.1 _ 221.6 
1945 25.4 277.9 


This table permits the following observations: 7 


_ 1. Over the fifteen years the total net gain of 177.9 per cent averaged 


equaled 8.0 per cent per annum.’ However, this result is subject to the qualifi- 
cation that the year 1930, chosen for the base because it was the first year 
for which adequate figures were available, represents a relatively low point 
in security prices, just as the year 1945 represents a relatively high level. 


2. The'wide variation in performance from year,to year stands out, and the 


importance of several good years is evident, both up to 1936 and again up to 

1945. Conversely, because of the upset of 1937 followed by the poor years 

1940-42, only seven years later—in 1943—did the portfolio exceed the peak 
-that had been réached in 1936. 

3. If the average calculation had covered only thirteen years instead of 
fifteen—through 1943—the total gain of 80 per cent would have represented 
a yearly return of but 5.6 per cent, whereas 11.6 per cent per annum had 
already been achieved during the six years 1931-36, inclusive. In the long 
run, therefore, the performance depends upon the proper timing of security 
sales—the. “cashing in” of substantial paper profits. The extent to which this 
was done in 1946 will vitally affect the entire record of the account. 


4, Since the initial 1925 figure for the fund (at cost) is available, the - 


results for the three periods mentioned above, beginning in 1925, may be 
compared with those beginning in 1930. The record from 1925 to 1936 was 


When allowance i is made for the increased balance in the account each year by using 


the formula 
log Px = log Po + N log (+ r)J 
where 
: Py is the principal sum at the end of N years 
Po is the original principal sum 
'r is the rate of income (interest) a 


‘A 
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distinctly poorer than that for 1930-36 (8.9 per cent versus 11.6 per cent) and 
the record from 1925 to 1945 was also less favorable than that from 1930 
to 1945 (7.4 per cent versus 8.0 per cent). However, over the period 1925-43 
the return was very slightly higher than for the years 1930-43; namely, 5.62 
per cent as contrasted with 5.57 per cent. -~ 

The over-all test does not judge the account in terms of its professed ob- 
jectives of conservation of capital and achievement of a stable yet relatively 
high income. The composite figures obscure the varying trends of the divergent 
constituents of current investment income, realized capital gains, and changes 
in unrealized appreciation or depreciation. And one school of investment 
thought, of course, makes a sharp distinction between the first of these— 
current income—and the other two—changes in the capital fund employed. 
The accompanying table, while it makes no allowance for new money added 
or cash withdrawn, states the dollar amounts of each of the three constituents, 
together with a yearly total. 

In general trend the total corresponds to the results shown in the preceding 
table. It may be observed that over the fifteen years current investment in- 
come equaled 58.8 per cent of total performance; net realized capital gains 
10.7 per cent; and the net of the yearly changes in unrealized appreciation or 
depreciation 30.5 per cent. But, if the last two years be omitted, the respective 
proportions would be 86.6 per cent,-8.6 per cent, and 4.8 per cent. Realized 
capital gains, it may be added, account for but little more than two years’ 
current investment income at 1944-45 levels. The importance of current in- 
vestment income and the evanescent character of unrealized capital appreci- 
ation or depreciation cannot be more vividly portrayed. 


. Change for Year 
Net Realized = 
Interest ° A * in Unrealized 
Year and Dividends bap Og Appreciation Total 
or Depreciation 

1931 $1,886.81 —$ 321.85 —$ 7,022.96 —$ 5,458.00 
1932 2,014.36 —1,067.44 946.92 
1933 1,789.06 —1,894.00 2,500.27 2,395.33 
1934 1,811.20 288.40 5,164.50 7,214.10 
1935 1,703.66 — 606.30 7,173.05 8,270.41 
1936 2,399.40 5,510.47 6,074.96 13,984.83 
1937 3,574.49 —17,513.66 —13,939.17 
1938 2,991.06 23.74 4,611.09 7,625.89 
1939 2,760.31 207.19 218.13 2,770.25 
1940 3,220.02 79.08 —3,455.73 —156.63 
1941 3,586.32 144.41 —1,867.78 1,862.95 
1942 3,492.66 — 201.94 —3,005.75 284.97 
1943 . 3,228.44 594.09 10,113.57 13,936.10 
1944 3,403.24 2,018.72 7,960.42 13,382.34 
1945 3,968.84 2,161.82 11,834.31 17,964.97 


Brief comment may be made on each of the three constituents in turn. Over 
the fifteen years 1931-45 current investment income equaled just under 5 
per cent on cost, ranging from 3.92 per cent in 1935—the year when invest- 
ment policy was revised to secure a balanced portfolio—to 6.31 per cent in 
1937—the year when dividends rose sharply because of the enactment of a 
federal undistributed profits tax. About half the years show a figure above, 
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the other half ioe 2 figure below the average, but the 1945 return was 4; 7 1- 
per cent as contrásted with a peak in 1941 of 5.64 per cent, and further 


décline was anticipated. The rate of return'on market value of-investments is 
available only for the last five years. It shows far greater amplitude of fluctu- 
ation than does the rate of return on cost; lower security prices enhance 
the rate while higher prices cause it to fall. The earlier forties showed a 
steady drop from-6.1 per cent in 1941 to 3.72 per cent in 1945, while as 
already noted return on cost declined only from 5.64 per cent in 1941 to 4.71 


per cent in 1945. Separate rates of return on bonds and stocks, at cost, are . 


available only forthe three. years ‘1937-39; the yield on bonds was sub- 
stantially lower during the first two years and substantially higher in 1939. 


The. relative dollar amounts of interest on bonds and dividends on ‘stock . 


received each'year are shown in Chart II in the 1944 Treasurer’s Report. 
Realized capital gains -and losses have been of. minor importance. During 
the ten years 1925-34 there was a net loss of $1,724. 82, resulting from the* 
excess of losses'in two years (1931 and 1933) of $2,215. 85 over the gains in 
six years of $491.03. Transactions in five issues showed losses while those in 
ten issues showed gains. All these operations were in bonds, some of which 
were called. Turning to the eleven years 1935-45, gains of $10, 532.33 in seven 


‘years exceeded - losses of $1,015.43.in three years, to show a net gain of 


$9,516.90. Over half the profit resulted from the sale of a single stock in 
1936, while most of the remainder was realized from bond sales in 1944 and 
1945. During this eleven-year period ‘thirty-six bond issues were sold or 


` called at a profit and ten at a loss, while a gain was realized on three pre- 


` preciation of $21,913.00 in 1945. Large appreciation during 1935 and 1936 _ 


ferred stocks and a loss on four out of six common stocks. 


The wide and sudden swings from year to year in unrealized appreciation 


or depreciation are evident from the table and from Chart I. The account 


‘was “under water” during four of'the five years 1930-34; the range was from 
appreciation of $195.92 in 1930 to depreciation of $7,894.78 in 1932, re- 


flecting the changing fortunes of medium grade bonds, During the eleven 
years 1935-45 the account was “above water” in seven and “under water” in 
four years, the range being from depreciation of $7,995.30 in 1942 to ap- 


was followed by a sharp drop in 1937, After remaining on an even keel in 
1938 and 1939, the drop in 1940, 1941, and 1942 was followed by a rapid 
rise in 1943, 1944, and'1945 that- attained huge proportions, The’ gyrations 
since 1935 reflect i in part during the earlier years recovery in bond prices but 
chiefly throughout common stock price movements. 


‘What conclusions can be drawn from this analysis? In contrast to the ° 


relative stability of current income stands the variability. of realized.and, far 


` more important, unrealized capital gains. To achieve-the one implies, of 


necessity, that the others will vary. Conservation of capital cannot be con- 
ceived of in terms of year-to-year or other short-run periods, Unrealized 
capital gains ‘and losses are evanescent, and so too are reinvested realized 


capital gains. During a boom, paper profits accumulate; during a slump they 


evaporate and may turn into sharp paper losses: ies test’ is rather the extent 


sa 
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to which the paper profits near the peak of the boom ate realized and retained 
in cash or placed in a form subject to relatively minor shrinkage. In the 
adverse market of 1937, it may be observed, the Finance Committee noted 
that its portfolio showed a lesser decline than the market averages, although 
the shrinkage was substantial and the portfolio could hardly be termed a 
defensive one. The results of the year 1946 will be decisive in determining 
whether this is done or whether they slip away again as did the recovery 
profits of 1933-36 in 1937, 
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“REPORT OF THE AUDITOR 


December 31, 1946 . 
Executive Committee, 
American Economic ‘Association, 
Evanston, iimo, 


` Dear Sirs: 
In accordance with instructions we have examined the ‘accounts and 
related records of the American Economic Association for the period Decem- 
' ber 12, 1945, to December 7, 1946, and now submit our report ‘thereon 
together with the following exhibits: 


Balance Sheet—December 7, 1946 Exhibit 1 
Statement of Income and Expenses for the period - 
December 12, 1945, to December 7, 1946 Exhibit 2- 


Results from Operations 


_ Net income for the period December 12, 1945, to December 7, 1946, 
_was $2, 873 compared with net loss for the fiscal year ended December 11, 
1945, of $2,584 as shown in the following summary: 


Dec. 12, 1945 












































- oe Year Ended to. Increase 
Particulars Dec. 11,1945 Dec. 7,1946. Decrease 
Income B 
Dues: E E E E E SOLO $20,260 $22,076 $1,816 
Interest and dividends ............ EER 3,862 3,547 315 
Profit on sales of securities ......... aususe 2 2,162 4,187 2,025 
Total income .......0.seeceeceveeeceeees $26,284 $29,810 $3,526 
Expenses: 
~ Administrative and other operating expenses .... $ 9,642 $11,224 $1,582 
Publication expenses .........eeseeceeccsceeee 22,890 28,857 5,967 
Publication income ........... eaten bk ald views ate 11,164 14,144 2,980 
Total expenses ..........ccce eee e eee ee eee -$21,368 $25,937 $4,569 
Net operating income ...... ee ere $ 4,916 $ 3,873 $1,043 
Appropriations for special committees ....... pana 7,500 1,000 6,500 
Net income or loss ....0..ceceeceeeedeeees $ 2,584 $ 2,873 $5,487 








The increase in dues reflects the increase in membership during the period 


under review, as reported by the Secretary: 
~ 


Number of members 
Classification Dec. 11,1945 Dec. 7, 1946 
Regular .............. Sd ive oy gna wea aa E EAS 3,971 . 4,376 
Junior ........... ae MOAN aes wa SS wiate APE 64 153 
Family: 205s ccc seen deceit cassie cee dee necaa ees 56 68 
z Lile instanoe ia E T oth o EEE 31 _ 31 
Honorary siesss esot tiie a aau tbe Erai 15 13 
Complimentary ....asssessreseseresossessrres ; 17 21 


Mt 


a 
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Interest on bonds owned was accounted for in accordance with stated 
rates; dividends received on stocks were compared with amounts reported 
in published records of dividends paid. Computation of the $4,187 gain on 
securities sold is shown -below: 











Cost Sales Price Gain 
Bonds sorso oerras ir eipesi tais $ 6,018 $ 7,013 $ 995 
Stocks 2h: his ie bade a cveeeen tats 6,151 9,343 3,192 
Totals’ srera ein aoa taed $12,169 $16,356 $ 4,187 





Net publication expense, as shown in the following summary, amounted 
to $14,713 for the current period compared with $11,726 for the preceding 
fiscal year. 





























Budgetary 
` estimates for 
Expenses: Particulars Period Ended calendar 
Printing of— Dec. 12, 1945 Dec. 7, 1946 year 1946 
Reve o a Sov ie aua rosa EADAR ES S $10,588 $10,968 « $10,000 
Proceedings js iogigsidoei iii oina i 4,503 10,185 ~ 
Editors honorarium ...........-. eneee 2,500 2,344 2,500 
Payments to contributors ............--20e0 1,668 1,590 1,600 
Editorial clerical salaries ..........-..-eeeeee 3,300 3,088 3,300 
Editorial supplies and expenses ...........-065 280 661 250 
Sundry publication expenses ................- 51 21 
Total expenses .......ccceee cece cece a EN $22,890 $28,857 
Less—Income: 
Subscriptions, other than members ........... $ 8,456 $10,082 
Sales of copies ........ eee cece cence EDEA E 1,056 1,264 
Advertising ic: cvssees cae ceeeceeensecnes sees 1,652 2,798 
Total income .........0 cere cece ee cee e eee $11,164 $14,144 
Net publication expense ........-..20..0ee $11,726 $14,713 








The December, 1946, issue of the Review had not been printed at the 
time of our examination, The publishers of the Review have estimated 
$3,150 to be the expense of printing 7,300 issues (and reprints) and this 
figure is included in the costs above. 

Changes during the period ended December 7, 1946, in Committee Funds 
Appropriated (not expended) are analyzed below: 


Unexpended Appropriation Unexpended 


Balance or Expenses Balance | 
Fund Dec. 11,1945 During Period Dec. 7, 1946 
Committee on Contemporary Development of 
Economic Thinking and Information ..... $5,000.00 $ - $5,000.00 
Committee on Research ...........-20e000s 1,176.50 238.17 938.33 
Committee on Undergraduate Teaching of 1,000.00 A 
Economics and Training of Economists... 600.00 200.00 1,400.00 


Totale aae E O cis a $6,776.50 $ 561.83 $7,338.33 
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Financial Condition - 


Condensed balance sheets of the Association at December 11, 1945, and 
December 7, 1946, are compared below: 


‘ 


. Increase 

Assets Dec. 11,1945 Dec.7,1946 Decrease 

Cash on deposit and on hand ............e005- . $ 4,510 $ 5,602 $ 1,092 

Receivables, net .......scecccccecevennsesnees a 1,201 2,015 814 
Inventory of “Economic Essays” —-at nominal value . 1 1 - 

Prepaid expenses ......sssesrosessosenessoeoeeo 344 1,348 1,004 

Furniture and fixtures, net .....essssecsersesse 4 437 570 133 

Investments at cost— 
Bonds. ivesssvieneeesiacaats ERNA m... 36,706 37,964 1,258 
Stocks 5's clvsecse-sccnisss Cae de EEA vee Saw ees 44,956 47,423 2,467 











$88,155 $94,923 $ 6,768 


pa deek Satter 
——_ 








Liabilities 


Accounts payable .......esssssrosereseeassareo $ 3,904 $ 3,621 $ 283 
Allied Social Science Associations .............4. 829 829 a= 
Income tax withheld from employees ........... 121 > 84 37 
Deferred income .....ssssesosessessosese Pere 5,166 8,976 3,810 
Membership extension fund ..........sseeseeeee 1,558 1,402 156 
Fund for proposed secretariat ............5200- 35 35 - 
Committee funds appropriated (not expended)... 6,777 7,338 i 561 
Life memberships ...........22eceeseeeeves Sits 3,750 3,750 - 
Surplus— = í 

Balance at beginning of period ..........0.05- 68,349 66,015 2,334 

Net income or loss for period .........scsesse 2,584 2,873 5,457 

Transfers from life memberships ............. 250 - 250 











$88,155 $94,923 $ 6,768 











Cash on deposit was satisfactorily reconciled with balances confirmed 
directly to us by the depositories. 

The receivables of the Association were not confirmed by correspondence 
with debtors. Based upon the Association’s past experience, the reserve 
for doubtful accounts appears to be adequate to cover normal losses. 

Changes in the investment accounts were vouched by examination of 
broker’s invoices and other supporting data. Securities held were confirmed 
` directly to us by the State Bank and Trust Company of Evanston, Illinois, 
custodian for the Association. 

Insofar as we were able to ascertain, all liabilities of the Association at 
December 7, 1946, are reflected in the accompanying balance sheet and the 
Secretary has represented © us that to the best of his knowledge all liabilities 
are disclosed. 

We wish to take this opportunity to express our appreciation of the 
courtesies and co-operation extended to our representatives during the course 
of the examination. 

Very truly yours, 
Davip HimMeELsiau & Co. 
o Certified Public Accountants 
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EXHIBIT 1 


AMERICAN Economic ASSOCIATION 
= BALANCE SHEET—DECEMBER 7, 1946 


Assets 
CURRENT ASSETS: 
Cash on deposit and on hand— 
State Bank and Trust Company, Evanston ............4.- $ 1,774.57 
National Bank of Commerce of Chicago ........ resets see 8 3,802.38 
Petty “cash soi sb idee tts de edn Gases NURSI ADNIA EAS ee 25.00 
Receivables— 
Review advertising ......... cece cece cece eee tec ceees $ 994,99 
Interest accrued on bonds .......... sce eee e cee eecceceees 544.29 
Publication sales ....... ccc eee ne cece ee eneeecceeeeeeseres 356.69 
Membership dues ........scseseecccscenveecs iawiee eee ee 243.50 
Sand ry: cisiev sarias G4 GSo E ide biasacseaasalevere cs eats 33.25 
Total receivables .........sccceccceveccccetecccrsens $ 2,172.72 
Less—Reserve for doubtful accounts .........seeeeeccenes 157.42 
Inventory of “Economic Essays”—at nominal value . seresare 
Total current aoset o iioasesideis waesarnce-eis PEE E, F 
PREPAID EXPENSES: 
Unexpired insurance .......sssessessee aa aE A a $ 451.97 
Prepaid salaries ........ssossueererrosee EREA TEPEE . 495.85 
Inventory of stamps and envelopes eared iaieind waves’ iereibis 400.66 
INVESTMENTS AT COST: 
Bonds ....... EE ETEA E ste E DOELE E $37,964.08 
Stocks O PDSR TE O . 47,422.89 
FURNITURE AND FıxruReEs (less reserve for depreciation) ........ 


CURRENT LIABILITIES: 


Accounts payable ,......ssesssessessseresesesessesecersor, $ 3,621.12 
Allied Social Science Associations ..........sesesceeeseecees 829.44 
Income taxes withheld from employees ...,..suecseeseseo ease 83.80 
DEFERRED INCOME: 
Prepaid subscriptions .......e.s...ssereoresresrereveeseessra $ 4,591.97 
Prepaid dues .......cnccncccccccccercncneceeevessaseccetes 4,384.25 
MEMBERSHIP EXTENSION FUND .........csseceeevesereeenece 
FUND ror PROPOSED PERMANENT SECRETARIAT ......0sccneeeees 
COMMITTEE FUNDS APPROPRIATED (not expended) ............. 
Lire MEMBERSHIPS AND SURPLUS: 
Life memberships .........0-20sceceeecseseeaes daisies ares Scare $ 3,750.00 
Unappropriated Surplus— 
Balance December 11, 1945 ......-.-.eeeeeeee $66,014.51 
Net income for period December 12, 1945 to A 
December 7, 1946 (Exhibit 2) .............. 2,873.36 68,887.87 
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$ 5,601.93 


2,015.30 
1.00 

$ 7,618.25 
1,348.48 
85,386.97 


569.79 
$94,923.49 


$ 4,534.36 


8,976.22 
1,401.71 


72,637.87 


$94,923.49 
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EXHIBIT 2 
ÅMERICAN Economic ASSOCIATION 
STATEMENT OF INcoME AND EXPENSES 
For THE PERIOD DECEMBER 12, 1945, TO DECEMBER 7, 1946 


Particulars 
INCOME: 
Dues-—- 


Regular, junior and family members .. 


Subscribing and contributing members 


Investments— 
Interest and dividends: 
Interest on bonds ...........cc cece ec caeee $ 1,213.65 
Dividends. ccc chek cea 6 609 t Ge Sb Gare ecto de 2,441.13 
$ 3,654.78 
Less—Custodian fees ............0 cee eee 107.90 
Gain on sale of securities: 
Bonds apese eaae yeri aat rA a ehawenes oan $ 995.00 
Stocks  o.o5.ccavecale ct pee owas aa aA n EET 3,191.63 
Total income si senp na ana ipai 
EXPENSES: 
Administrative and other operáting expenses— 
Secretary’s salary ........ ccc cee ce cece ee ececee $ 1,976.50 
Office salaries 0.0... ... cece cece cere e eer ites 4,912.46 
Annual meeting (net) ........ 0... cee eee eee ees 1,091.96 
Executive Committee expenses ................ 1,026.63 
Other committee expenses ..........-.-....605 572.73 
Postage expense .......6.- 0: cece cece eee -419.24 
Stationery and supplies ................0..00 487.72 
Insurance expense .......... cece cece cence 96.83 
Provision for depreciation ............. ec ce eee 86.88 
Telephone and telegraph ..............--.05- 84.15 
American Council of Learned Societies—dues... 75.00 
Exchange on checks .........00ce eee ee cence 49.71 
Miscellaneous—met 2... 0.0... cece cece renee 283.82 
Publication expenses— 
Printing of: 
Review birria n ade Dorel Mame cece $10,968.00 
Proceedings sasssa sanet nerd et soba waves ee oe 8 10,185.61 
Editor’s honorarium ...........-02eeeee eee eee 2,343.74 
Payments to contributors ............-....506 1,590.55 
Editorial clerical salaries .............-...-0-- 3,087.70 
Editorial supplies and expenses ............... 660.66 
Sundry publishing expense ................04- 20.98 - 
Total publication expenses ............... $28,857.24 
Less—-Publication income: 
Subscriptions, other than members $10,082.35 
Sales of copies .............0.06 1,264.51 
Advertising oe... oseese] 2,797.73 14,144.59 - 
Total expenses .........-... 
Net operating income ...... 


Derpucr—ADDITIONAL APPROPRIATION FOR 
CoMMITTEE oN UNDERGRADUATE 
TEACHING OF ECONOMICS AND TRAIN- 
ING OF ECONOMISTS ............+-55 


Net income (Exhibit 1) 


Amount 


$21,796.13 
280.00 $22,076.13 


$ 3,546.88 


4,186.63 7,733.51 


$29,809.64 


$11,223.63 


14,712.65 


25,036.28 
$ 3,873.36 


1,000.00 
$ 2,873.36 
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REPORT OF THE MANAGING EDITOR FOR THE 
YEAR ENDING DECEMBER, 1946 


In September, 1946, the Editorial Office of the Review was returned to 
Ithaca, New York, after more than five years in Washington, D.C. In spite 
of wartime conditions and the preoccupations of the Managing Editor, the 
Review maintained itself in a healthy condition throughout the war. Edi- 
torial obligations are, however, increasing and it is expected that the return 
to the academic environment will permit more fully adequate attention to 
them than has been possible in recent years. 

Miss Mary Connally resigned as Assistant to the Managing Editor in the 
spring of 1946, but continued to discharge the duties on a part-time basis 
until midsummer. I should be most lacking in gratitude if I failed to record 
the competency with which Miss Connally discharged her duties and the 
completeness of her assumption of responsibility for the detailed operation 
of the office. It was this relief from routine duties which made it possible for 
me to continue to discharge the editorial duties during the war. As of 
August 1, 1946, Miss Doris Merriam, a thoroughly competent and adequate 
successor, was appointed to this position. 

The past year has seen a moderate increase in the incoming flow of 
manuscripts and, I should say, some improvement in the quality and general 
interest of the Review. The flow of satisfactory manuscript is, however, still 
rather small. 

It is my experience that useful economic writing can be “induced” by 
editorial suggestion. To carry this practice very far would, of course, violate~ 
the traditional function of the Review of providing a publication outlet for 
the membership at large of the Association. Moreover, the kind of editorial 
planning which would be required in so broad and complex a field as eco- 
nomics to bring out the needed contributions from the best sources, and 
the amount of study and correspondence connected therewith, are quite out of 
the question so long as the editorship represents duties superimposed upon an 
otherwise full load of academic duties. 

I do not wish at this time to make any recommendations on the subject. 
My constant preoccupation with the flow of periodical economic literature, in 
the Review and elsewhere, has, however, induced certain reflections which I 
am disposed to air. Authorship is now on an almost wholly laissez faire 
basis. Generally speaking, this basis has not in the past been questioned. It is, 
however, my impression that it leads to the grave neglect of many topics, in 
the fields of theory, practice, and policy. Important subjects are neglected. 
The instruction of economists generally in developments in various fields of 
expert knowledge and thought is not adequately done. Subjects worthy of 
cumulative treatment elicit only casual articles. Events calling for timely 
analysis may get no attention in professional journals and be left to the 
devices of popular journalism. 

The situation to which I call attention is, of course, much broader than 
the problem of the Review. A more positive editorial policy could assuredly 
improve.the Review, but a journal serving the present primary purpose of the 
Review is needed. There is, however, a loss of over-all effectiveness in having 
several jourpals waiting hopefully for the arrival of manuscript fit to print 
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while no one does much of anything about persuading into print the things 
that need to be printed. As matters now stand, the pamphlet-size writings are 
in an equally unsatisfactory situation, covering even more poorly the fields in 
which they might be useful.~ 

Any great improvement in the situation would presumably be costly and not 
self-supporting, and would require a large amount of editorial attention. 
Whether the American Economic Association should concern itself with im- 
provement in the situation I leave to the further consideration of the Execu- 
tive Committee. 

Among the present obligations of the Review is that of effecting satisfactory 
intercourse with foreign economists and giving appropriate attention to the 
economic literature of other countries. Several steps are in process of being 
taken, A primary one is that of establishing correspondents in a number of 
countries who will keep the Review informed of current writings and assure 
the flow of books of international interest for purposes of bibliographical list- 
ing and review. Another is to restore the exchange list of foreign periodicals 
and another to arrange for the Review to go to those persons and libraries 
where it would be of the most use. 

With respect to the last of these points there is a problem the solution of 
which I am not clear. Due to exchange restrictions there are many persons and 
institutions who find it impossible to subscribe for the Review. Temporary 
measures should be found to remove this difficulty. But beyond this difficulty, 
the Review has never had the international circulation which it ought to have, 
and special measures would be justified to change this situation. The Execu- 
tive Committee should, I think, authorize the free distribution of a limited 
number of copies to individuals and libraries, especially the latter. A proposal 
on this point will be separately transmitted to the Executive Committee. The 
primary problem is that of making up the list of recipients: 

For the purpose of keeping the readers of the Review informed concerning 
the important contributions to thought in other countries, it has already been 
possible to publish select bibliographies of wartime publications in some coun- 
tries and to assign reviews of important books, and this service will be ex- 
tended to other countries. I am in process of building up a list of potential 
reviewers with knowledge of the less well-known languages, especially the 
Dutch, Scandinavian, and Russian. It is my general purpose to increase the 


international coverage of the Review and in every way possible to promote. 


international intercourse among economists. 
A statistical summary of the contents of the Review in. 1946, with corre- 
sponding figures for 1945, is presented below, exclusive of the Proceedings: 


1946 1945 5 
Number Pages Number Pages 
Leading articles .........ccececeeeeecerceees 28 518 26 484 
Communications .........+sseeeee . +. 28 113 36 170 
Book reviews ..s..sssssesassreree 92 202 125 . 245 
Memorials .....essosuessessssssss> 4 9 5 14 
Classified list of new books ........ 49 73 
Classified list of periodical articles . aa 23 48 
Classified list of dissertations .......... ee 15 13 
Notes oeuse ip thee nade AENEASE 51 s 41 





980 1.058 


REPORT OF THE MANAGING EDITOR 747 


b 
The articles, communications, and book reviews were contributed by 131 
persons, as compared with 159 in 1945. 
The table below presents the actual expenditures in 1946 in comparison 
with the estimated budget and with actual expenditures in 1945: 





Budget Actual Actual 
1946 1946 1945 
Printing and mailing $10,000.00 $11,223.91 $10,167.64 
Editorial ............4. A 2,500.00 2,500.00 2,500.00 
Clerical) cerss veterem ces F 3,300.00 3,240.20 3,300.00 
Supplies ...... PEE x 250.00 420.24 200.72 
Contributors 1,600.00 1,590.55 1,668.50 
Contingency 100.00 


$17,750.00 $18,974.90. $17,836.86 


The budget for 1946 was based upon an assumed size of 1,000 pages of 
printed matter (excluding advertising and index), an issue of 6,600 copies 
per number, and 1945 printing costs. The actual size of the magazine was only 
980 pages, but in spite of this fact the production cost exceeded the estimate 
by approximately $1,200, This was due in part to an increase in the number 
of copies printed, which rose to 6, °700 in March and June, to 7,000 in 
September, and 7,300 in December, or an average of 6,925 per issue. This i is 
an average increase per issue of 1,000 over 1944 and of 500 over 1945. 

The principal reason for the excess of actual over estimated cost was the 
renegotiation of the production contract which raised the printing costs sub- 
stantially for the September and December numbers. 

The trend in cost may be seen in the following quarterly figures for 1946: 


Copies Pages 

Printed Net Gross Cost* 
Marheien odin sietiSa ene ses sede ss 6,700 231 264 $2,353.54 
JUNE leds E A A eae oe dew E 6,700 263 292 i 2,652.13 
September acess scciscevis cae conan cece eae 7,000 265 296 3,128.86 
December soono eessen e anae EES 7,300 221 268 3,089.38 


* Stencils excluded; December reprints estimated. 


Costs other than production costs were in the aggregate almost exactly 
equal to budget estimates. 

On the basis of a volume of 1,000 pages (excluding advertising pages) and 
the present level of copies printed and giving effect to the new level of costs, I 
recommend the following budget for 1947: 


Printing (paper, postage, reprints, etc.) ......seresenescossosseneserennosone $13,500 
Editors salary ....... ERA E RIS ARLES OLE EES A EA 2,500 
Editorial assistance .......ccccccceecctesuceeseseeeneceteeeseteesesaeeens 3,800 
SUPPllCS sass e-cie'vinwce A trate E wihislni d's aie bd uieiad ag Pa'seimee Teale’ Bere 350 
Contributors soseer secrete tar APRENE Gad 5 EESE ARCEA AATE esas 1,600 

$21,750 


This budget is $4,000 above the 1946 budget and $2,775 above actual 1946 
outlay. Except for $500, the proposed increase is due entirely to the increased 
cost of printing and increased circulation, as noted above. The remaining $500 
is designed to cover an increase of $300 i in the salary of the assistant to the 
editor, recommended to the Executive Committee in a separate document, and 
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+ 
an amount of $200 for added stenographic and bibliographical aid due -to an 
increased volume of correspondence and receipt of foreign literature. 
~During the past year I have made some investigations of improvement of 
the format of the Review. Alternative formats will be presented to the Execu- 
tive Committee visually as a basis for discussion. Thereafter cost estimates 
will be secured for presentation; if possible, at the spring meeting of the Com- 
mittee. Further progress on this point would have been reported at this time 
except that the printers are not able with existing equipment to consider 
certain desirable formats and have‘not therefore presented cost estimates as 
requested. 
During the year, the Board of Editors has consisted of N. S. Buchanan, 
P. A. Samuelson, K. E. Boulding, P. T. Ellsworth, B. U. Ratchford, and L. H. 
. Seltzer, The terms of the two first named have expired, requiring successors to 
be chosen by the Executive Committee. To all members of the Board I must 
express my constant gratitude for the assistance which they give in screening 
-manuscripts and for their counsel in other respects. 
Respectfully submitted, š 
Paur T. HOMAN, Managing Editor 


® 
REPORT OF THE GENERAL COMMITTEE ON REPUBLICATIONS 


During the course of the past year a third volume has appeared in the 
series of republished articles under the Association’s contract with the Blaki- 
ston Company of Philadelphia, Readings in the Theory of Income Distribu- 
tion, edited by William Fellner and Bernard F. Haley. The two earlier volumes 
are Readings in the Control of Industry, edited by Joel Dean and Edgar M. 
Hoover, Jr., published in 1942, and Readings in Business Cycle Theory, edited 
by Gottfried Haberler and others, published in 1944. 

A fourth volume devoted to international trade and finance, edited by 
Howard S. Ellis and Lloyd A. Metzler, is now in process. The selection of 
articles has been carried through the preliminary stages and a classified bibli- 
ography, which proved to be a valuable part of the preceding volumes, 
has been compiled by the editors, assisted by Norman S. Buchanan, Albert O. 
Hirschman, and J. M. Letiche on the foreign journals. Presumably this collec- 
tion will be published during the present calendar year. 

The committee has selected as the topic for the next subsequent compilation 
the theory of prices, and an editorial committee will shortly be announced. It 
remains to be determined through negotiation with the Blakiston Company as 
to whether this collection will be embraced in one or two volumes. 

With the publication of this last number, the Association’s contract with the 
Blakiston Company, entered into in December, 1940, for five such collections, 
will have been fulfilled and the question will arise as to whether the Association 
and the publisher will desire to enter into a similar contract for the future. 
In order to test the interest of the Association in these volumes, and in order 
also to base its future recommendations as to subject matter upon tangible 
evidence, the committee is conducting a canvass of the membership by means 
of a questionnaire distributed to those attending the 59th annual meeting. 
This canvass will probably be completed by mailing the questionnaire to 
members not attending this meeting. Meanwhile Professor Machlup has ex- 
pressed his willingness to explore the attitude of the publishing firm toward 
entering again into a contract with the Association for another series of five 
volumes. The Executive Committee should indicate its wishes in this respect 
and should be prepared to consider the renewal of the contract at its midyear 
meeting. 

: Howarp S, Ertis, Chairman 
KARL L. ANDERSON 
JAMES WASHINGTON BELL 


A 


REPORT OF THE COMMITTEE ON RESEARCH 


Over a year ago the Committee on Research addressed to the members of 
the Association a questionnaire to determine what was the state of mind of 
the Association on the subject of economic research. Instead of asking a few 
people a series of questions the whole Association was given an opportunity 
to reply. It was the hope of the Committee that this procedure might awaken 
greater interest in research, might bring forth valuable as well as novel sug- 
gestions, and might enable the Committee to help individuals who cared to 
disclose problems or handicaps to their labors. 

Three hundred six replies were received. Several answers were given to 
many questions. The smallest number of people responding to any one ques- . 
tion was 123. It is interesting that 82 people ventured suggestions as to sources 
which might be tapped to provide research funds. Thirteen of these suggested 
financial aid by government agencies. The committee promised to keep this 
` information confidential and in order to comply fully with this representation, 
we will treat this information as secret, defined according to Webster rather 
than recent government practice. In further confidence it may be added that 
it is doubtful if the information supplied by members of the Association will 
yield large grants, the replies in general being quite vague or sources of com- 
mon knowledge. Not a few of the potential donors have already financed re- 
search projects sponsored by members of the Association. 

Question 1 asked, “What problem, or problems, in economics do you most 
desire to-investigate?” Two hundred seventy-one people answered this ques- 
tion. Forty-one wanted to work in monetary and fiscal policy; 29 preferred 
the field of prices; 15 indicated taxation; 14 preferred planning; 10 specified 
transportation. Regional opportunities attracted 9. Monopoly problems in- 
terested but 7. Technological change was suggested by 5. Single topics not 
reducible to group classification were noted by 62, while several of the con- 
ventional rubrics similar to the designation of fields in the Review or in the 
Directory were also indicated in a number of replies. It may be worth 
calling attention to the absence of replies to this question suggesting a desire 
to investigate the doctrine of rent, ‘social security, supply and demand, or 
value theory. 

Aside from the first question, more individuals were interested in telling 
of the gaps in current research than in answering other questions. These gaps 
were sought under the second question. The greatest gaps were thought to be 
in the field of prices. Twenty people registered this opinion. Seventeen indi- 
cated planning and taxation. Fifteen voted for. technological change, 11 for 
monopoly and 9 for money and public finance as gaps to be filled by research 
to advance the frontiers of economics. Six suggested the study of specific 
industries. Only 1 person was interested in the subject of population and only 
1 in the conservation of resources. 

The most unsettled problems in economics—the subject matter of Question 
3—were thought to be in monetary and fiscal policy, in planning, in prices 
and monopoly. The concentration of interest in these topics was marked. The 
unsettled problems in the value theory, in the theory of saving ang in taxation 
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attracted only 8 or 9 persons. No one mentioned rent as ùn unsettled problem 
nor supply and demand. 

Question 4 called for an indication of the shortcomings of current procedures 
in economic research. Two hundred fifteen indicated something was wrong. 
The following tabulation indicates the state of opinion on this point as of a 
year ago: 





Failure to consider human element ........ 33 
Cannot he understood by average persons ... 

Too much statistics ........ cee sec cece e eee cence rene 27 
Inability to obtain correct data ..... ccc cece nee ce cece rece tence ene S os 27 
Lack of scientific method ........ ccc cece cece rece n centre eee e nen eee n ee neees 27 
Lack of co-ordination of research ........ 0000 cece cece cece cece ceenteneeeeeees 26 
Lack of co-operation with other social sciences ...........:ecces ene eeceeeceeeere 13 
Careless Work sdarinri st 8 baci wre 8:6 AE EEAS de a wale d eae w eee ee eb AET reyes K 
Too mieh Dias 974 ids sik isis: Gow Er trae pedo ei lave Sin gids cate ah Wolo wine ta NEES Gewese 
Too narrow and specialized . £54 Senge W area SNE Fre uae ere re Sard eles Wee ha E ded ale ogee il 
Too little attention to fundamentals ........ ccc. cece eee e eee eee ere eee eeennes 7 
Too little statistics: 2 scisc-ctesiete serari seo ia Gs iCal te ie AW ONE Sele Gin eae ae ate 7 
Wrong government policy ........cce ccc e cece cee cee eee eee e nee t ene eteseneene 5 
Lack- Of: finds 655 waive eroro accieie Pad aos avarice avele wierd aia ee ected wb loa eared ees aa. ih 
Too: lithe thinking. se o:6/s.6% cdo ies seierie Soha 8 aie Baa as we Ne SEE IE a6 eave ae 5 
Too MUCH guidanco sessir coression AN v an eun ia ale diol 4 
Need new definition of terms ...........cc cece cece cee eeeteeeeeeeteeetteteenees 3 
Need standards for researchers ...........:ceeec cee e cence ene eee eee eneeneeaenens 2 
Miscellaneous answers ........cce cece eee cece cece cence eee e CEA aa eee eeN 52 


The next question, aimed at the correction of these shortcomings, solicited 
information on improvements in methodology or new techniques, to be 
applied to economic research. Better use of sampling and of statistics was sug- 
gested by 43; collaboration with other sciences was recommended by 42; more 
case studies and direct contacts were proposed by 31. The need for economic 
abstracts was mentioned by 21; clearer thinking was advocated by 18; co- 
ordination of research by 16; a simple statement of results by 13; and access 
to business data by a like number. Six suggested “less bias,” and better or- 
ganization of data. Two wanted increased rewards for research. Two wanted 
‘to stop the printing of opinions (and polls) of economists. Thirty had opinions 
not lending themselves to group classification. 

The areas in economics, other than those now being utilized, which offered 
the greatest opportunity for successful measurement were thought to be fvices, 
money and public finance, social security, supply and demand, rent, statistics, 
and value theory. This question (6) was answered by only 123 persons. 

The areas in economics marked for the greatest consensus within the 
profession were money, public finance, monopoly, prices, production, and 
taxation. 

The areas noted for disagreements among economists were money and 
fiscal policy—an opinion held by almost three-fourths or 114 of those who 
replied. About half as many voted for planning as an area of disagreement. 
Nineteen indicated disagreements within the field of taxation. In this connec- 
tion it should be added that there was a concentration of answers indicating 
preference for fields of research, gaps of knowledge, unsettled problems, short- 
comings, agreements and disagreements, as well as opportunities for the refine- 
ment of measurements in the fields of money, prices, public finance, and 
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planning. In short, these fields seemed to have everything and “be all things” 
to the bulk of our respondents. i 

The concepts in need of clearer definition or reformulation (Question 9) 
seemed to show greater discrimination than other replies. At least the con- 
centration of replies was less marked. The concepts indicated have been tabu- 
lated as follows: ~ 














Full employment 22 
Prot vesera redee ca Seta cbs EE EN Ea Lawless os Shaves ekens thes eeew sweats > 19 
Valús osoena sene EEE E A A E TE a Yi 
Free enterprise ..... AET AE E E E E E E A T ea SATE 17 
National Income s soose i ireo E nAi wiv ost EA NEEE ERNE EEA RVE 17 
Capital, capitalism - ; 16 
Monopoly ........ cee cee eee c ena ide Helene a we ceed N O gates E EE 14 
Savings, ‘investment ‘ 12 
Wages bina sia iere cvostieiecaials "scar aot NE A EEEE E nR REO EAEE EN T EES Sika aS 
Cost ..... PEE A EE E E AA WE SURE E E wees 
Inflation ........ Sasi nie EED Bie sea a9 ite Ss ee RENEE Eee eS Male wed ena e Pe 
Interest! ea nea Geena sawn sheet Bs avers Meee Die Stra eid OS Sam Naa a eee OATS 
Money and credit Mates cers ace ist eh E eo a E Nd abe Sesea elas os IA wie RL UT arate MNS ONDA N 
Planning oemoerna tite s aSo E io eee Mie Pe adie were Soper a Sapa AM ge a elegy ha, oaeeaeces 
"Taxation! sorsia e anre e Teea vetted $b eevee aa ates ala ateiees aes ene ewes P 
Income .........-. Se sav ne 8M RES ES Sas Se NEE Roe oo Ua Blea eb Redd EEEE 10 
Competition: 25 of ec.ae bea bas oot cece stil vc wie footie n ETE Sab wees eds ee 8 
Price oped, 4-pa dab gore sheer EES EEE stig E wars ele Malar aoe asere aoe eins Sane loa dale 8 
Functions of government 7 
Demand and supply .........- es ce cece ence te eee eee ene n ee eee nee nee eens 7 
© Distribution: 6:os.coscie ssw iene ekaa aT i wa Goce SLs Biel a Wb ING 8 Flags Wie Vial ae a ear 5 
Business cycles ......... cee cece eee eee a 5 
Socialism: aérea seccev Sas Wale sare tee etic e ate se gw etree eae ele a er OTO ia oS 
Rept cick eictactoe nt tae dia erate Siete bravalavdtel EE Siee Baie D eed ERAS we Ooi EAE 5 
International trade ........ cece cece eee eee e eee eeeee Peer eee >. 4 
Consumption and production ........... 06. cece ese e ence et eee e ener eeeneneetans 4 
Standard of living 00... 0. cece cece e ence eee e erent eee n ete tte e eee nb as 4 
Utility ooo ee cee eee te nee eee ee eee ene seer eet eee etaee 4 
Public utilities 0. ...... ccc eee eee ninr eee a e eeene eens E banete GOS Bare 3 
Labor erry ere rrr Tree rere Tea Tee ee ee eee ere re rr 3 
Market anie sords EE EES ETAT OE a Ea AE A E aAA EEEE aA 3 
Private enterprise ..........snsrnsroreresrerersesern Oita E E AE E 3 
Welfare concepts i......seesesossessrerssereeseseesseesoorecnessrrereerreesres 3 
Optimum population 2.0.0.2... cece ee cece eee eee ee eee eee erent ee eee 2 
Economic stability 0.0.0... 2... c cece ce tee renee eee teen eee teen e eres Stoian 2 
Marginal production .........esssessesssrennresrereneseresvsorenes AREA aeiee 2 
Commodity ...essesssesossserssees aaa T I ves pa Sasa N ots a I a E ea EAAS 2 
Wealth soros teneret neona E E EAE E E EA we 2 
Economic progress 2 
“Equilibrium os oie esese na me naaa ee oe na a aoe 8S Os eS 2 
Economic IAW ..isccsccesccesecescvscceescstecsesevense 2 
Miscellaneous ........ cece cece eee e cece eet ete ete eenee AR OELE TE 81 





Under the tenth question the committee asked the members of the Associa- 
tion to indicate the research problems in their own lines of work which could 
be expanded or promoted by the Association. A tabulation of replies by fields 
of interest would hardly be significant for discussion. A sample of the an- 
swers is therefore given. No attempt is made to cumulate the replies in any 
one field, nor to list areas of interest, such as were indicated by single words— 


as for example, “productivity,” “technology,” or “savings.” Emphasis in this ° 


¢’ summary has rather been on more specific suggestions. The list, while long, 
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seems to be of sufficient interest to warrant reproductitn in extenso; though 
it by no means includes all of the replies. 


Some of the problems on which economists would welcome assistance by 


the Association are as follows: 


Relation between capital and national income 

Theory of capital and interest 

Interest rates (or financial charges) on consumer credit 

Study of variation between industries in distribution of gross value added 
among factor of production and forces determining these variations 

How the establishment of a particular plant or business in a given locality 
would affect the people working in the firm and those who handle or 
use its product 

Promotion of census taking which will give an adequate description of 
farm organization 

Food consumption—development of systematic body of factual information 

Economics of preservation of soil fertility 

Methods of fostering and controlling the development of natural resources 

Income—elasticity of demand 

Preparation for publication of the great unorganized mass of information 
on prices, pricing practices, price-making forces, etc., available within 
OPA 

Profit rate distortions: its consequences, means to prevent them 

Determination of price in a given market under varying conditions 

Problem of industrial price rigidity 

Analysis and justification of lend-lease and reciprocal settlement of accounts 
between U.S. and Great Britain and the role of the sterling bloc 

International aspects of recent Chinese currency stabilization 

Effects of foreign investment on borrowing and lending country 

International trade cycle—statistical verification of the Beveridge thesis in 
Full Employment 

What minimum proportion of U.S. foreign trade (in value) must be im- 
ports during the next decade in order to make possible a growing foreign 
trade (without artificial stimulus by temporary loans) 

Evaluating and comparing programs to utilize regional resources and to 
overcome regional difficulties 

Planning vs. private enterprises or socialism 

Significance of freedom as one of several instruments of public policy 

Results of price control in the U.S. 

Drawing a reasonable line between the planned and unplanned areas, in 
the atomic age 

Incidence in taxation 

Sources of additional local revenues 

Tax treatment for publicly-owned property and operations 

Ultimate origins and destinations of Pullman and airline passenger traffic 

Air cargo 
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The interrelationsMip of the organization of industry and the development 
and application of invention in (a) the metallurgical industries, (b) the 
heavy chemical industries, and (c) the transportation equipment indus- 
tries ` 

Industrial economies of particular enterprises 

Factors governing the formation and dissolution of enterprises 

Government-owned pipe lines—what should be done with them 

Studies of individual industries—analyses of specific cost structures, specific 
labor relation problems, specific marketing problems 

Study of consumer co-operatives 

Inventories and the short-term cycle 

Interriational business cycles 

Impact of psychology on economics 

Connection between experimental psychology and economic theory 

Influence of economic institutions upon personality formation 

State interventionism as a historical study 

Make a thorough investigation of the nature and extent of historical records 
and statistics which might be useful for economic theory and policy 

The experience of war production—lucid combination of facts and theory 

How to get figures for the really important units of modern technology— 
not political states like Luxembourg, but DuPont, I. G. Farben 

Need for more, and more discriminating wage, income, and mobility data 

Meaningful local area data on employment 

Wage earners’ opinions on economic issues 

Field studies—calling on factory workers and getting their opinions on 
economic questions 

Restatement of wage theory 

Measurement of differences in economic effectiveness of men of varied 
qualifications and relation of these differences to the right distribution of 
incomes 

Fundamental study of what really happened in industry and employment, 
1933-45 

Economics of labor and social security legislation 

Relation of industrialization of South and West to high level employment 

Measurement of regional productivity of labor for purposes of comparison 

Effect of the length of the working day on man-hour output 

-7 Analysis of demand for labor 

Patterns of employment and earnings 

Technological change, as affecting employment and living standards 

Maintaining full employment through encouragement of low-price policies 

Principles of labor arbitration 

Domestic labor relations 

Economic effects of collective bargaining 

Union democracy 

Sampling methods for obtaining reliable agricultural data and information 

Difficulty of getting precise data about local taxes 

Collection of income payments by small marketing areas 


REPORT OF COMMITTEE ON RESEARCH 755 


Revenue variation of the central budget as a compensatory device 

Forecasting national budgets 

Role of public finance and fiscal policy in economic expansion 

Factual investigation of the problem of social insurance and social security 
—show the difference in U.S. and other countries 

Industrial injuries 

Federalization of unemployment insurance 

Economic implications of experience rating in unemployment insurance 

Investigation of the structure and operations of the American capital 
markets 

Interrelation of balance of payments and national income 

Dynamic aspects of savings-investment balance 

Role of gold in the postwar world . 

Qualitative vs. quantitative credit control 

Nature of bank credit 

Relation of banking to business fluctuations since 1918 

Study of relationships such as demand functions, cost functions, investment 
response to profits (or other variables), consumption response to income, 
etc. 

Economic policies of foreign countries 

Development of technique for presenting essential economics of labor- 
management problem at high school or immediate post-high school level 
to persons ultimately active in the unions 

Problems of labor market measures, terminology, and statistics 

Survey and conceptual analysis of ideas of generic, terminal, and instru- 
mental value among economists 

Relation of mathematics and measurement to monetary and price theory 

Relation of accounting and economic concepts 

The case method and problem materials in the teaching of social science 
subjects 

Use of statistical method for demand studies 

A really good production index 

Theory and analysis of population growth 

Application of statistical methods to price analysis and forecasting of com- 
modity price trends f 

Exploration of possibilities of systematic theory of socioeconomic compara- 
tive morphology 

Analysis of rates of economic development 

Extent of oligopoly in American economy 

Changing ideas on surplus wealth in economic thought 

Local research, in cities like Decatur, Illinois 

Economic thoughts of Sun Yat-sen 

The future of Italian economy 

Research in Latin-American economic problems 

How to measure social performance of business? 

Study of the structural shifts in mineral industries of Western Hemisphere 
since 1929 ` 


4 


` 


~ 1 
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The acquisitive nature of man and his abysmal ignorance 

Role of Webb-Pomerene Act in future 

Practical and realistic appraisal of the Soviet economy : 

Closer relations between professional economist and practical businessman 

Difficulties of co-ordinating work within the framework of neoclassical 
normative analysis and dynamic theories of employment 

Economic intelligence of foreign nations 

Promote readable summaries of the innumerable and voluminous hearings 
of Congress 

Encouraging further attention to the concrete results of transport and 
utility regulation 

Economic resources available for the improvement of living in the South, 
‘specifically the southern mountain region 

Publication of summaries of economic research by all government and 
private agencies, similar to book reviews 


Lack of time and money were indicated as the greatest obstacles to research. 
Lack of assistance ranked third. Absence of basic data or defective data handi- 
capped 26; lack of co-operation in obtaining data was an obstacle to 14; lack 
of co-operation with other researchers was complained of by 12. Personal 
limitations were indicated by 16. 

Educational institutions as employers must take responsibility for failure 
to supply adequate research funds and the time for the doing of research. 
That research facilities are inadequate colleges and universities must also face. 
Nine of our members registered complaint even as to access to libraries. Eight 
indicated specifically little appreciation of research. Indirectly even less 
appreciation was indicated by low pay, high teaching loads, lack of assistance, 
and poor working conditions. Fifteen economists asked for help in reducing 
teaching loads so they can do research. The lack of publishing opportunities 
was mentioned by several, but on this point it can be said that the American 
Economic Association has given and will continue to give aid. Our Review 
and monograph series should be remembered by all who feel this lack, The 
Board of Editors of the Review can help locate publishers and the Research 
_ Committee will also assist when asked. How our profession, and other learned 
societies, can help improve the financial position and working conditions for 
teachers, so as to permit more opportunity for research, is deserving of con- 
sideration. It may not be amiss to bring home to college administrators that 
the standing of their schools as educational institutions is directly reflected in 
the research opportunities and output of their staffs. Faculty research is not 
a luxury but is part and parcel of the educational process. Economists 
who are stranded in institutions where research is impossible should be helped 
by the Association to locate elsewhere. Our placement services should not be 
forgotten. - 


Those who indicated ways in which the Association could help promote re- 


search thought that we might act as a clearing house and also stimulate 
more discussion of research topics. Future program committees should know 
that this was the opinion of one-fifth of those who answered tHis question. 


w . 
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Twenty-four asked for aid in making more ecqnomic ‘data available. They 
should be heartened by the work of the Committee on Research in stimulating 
the collection and preservation of records in several wartime agencies and in 
the program at this convention. Fifteen urged the Association to make more 
research grants and to build a research fund; 6 others wanted aid in getting 
financial assistance, 5 wanted help in getting personal assistance. Seven wanted 
us to help get research support from business and labor leaders. In one form 
or another, financial assistance would be welcomed by our membership. Per- 
haps the Association should consider trying to get one of the foundations to 
make grants for Association-sponsored research. Perhaps the Association 
should also expand its monograph series so as to provide publication facilities 
to more people for studies too large to be accommodated in the Review. 
Finally, the Committee on Research desires to thank all who replied to its 
questionnaire. It is our hope that we may be able to give further impetus to 
research by members of the Association and help correct the conditions of 
which they complain. i 
Respectfully submitted, 

Seon E. LELAND, Chairman 

JOSEPH J. SPENGLER 

DonaLp H. WALLACE 

Epwin G. Nourse 


Report oF SUBCOMMITTEE ON THE RESEARCH Use or OPA RECORDS 


Your Subcommittee on the Research Use of OPA Records hereby 
develops in more detail the proposal mentioned in the closing para- 
graphs of the report presented at the Atlantic City meeting. At that 
time we suggested the sponsorship of a project for extracting from the 
OPA records the more valuable research materials. The resulting 
excerpts, compilations, summaries, and comparisons should then be 
published in the form of one or more volumes of research materials 
which would be available generally to research workers. 

I. Reasons for the Proposal. Because of the mass of materials, the 
imperfections of the filing and cataloging systems, and the limitations 
governing who may have access to the records, the use of this informa- 
tion by independent research workers will be limited. In contrast, a 
group of persons working on such a project as is proposed here, once 
they have obtained access to the files, would not only become proficient 
in the locating of materials, but also would, in one examination of par- 
` ticular files, locate information of use for a wide variety of investiga- 
tions. Whether the files are being explored by individual researchers or 
as part of such a project as is proposed here the aid of persons who 
participated in the wartime control of particular commodities would be 
invaluable in locating, evaluating, and supplementing information in 
the files. In our judgment the possibilities of enlisting the aid of former 
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OPA employees as*advisers on particular commodity areas, would be 
far greater when a well-organized, foundation-sponsored project is 
under way than when done by the unorganized efforts of individual 
researchers who are using the files. By no means do we wish to dis- 
courage the use of the files by the individual research worker; our view 
is that such use will only develop a small part of the resource that exists. 

II. Purpose of the Project. After considering several alternative 
formulations of the project, we have concluded that the end-product 
should be a collection of research materials in a usable form which is not 
itself a research study. On the one extreme we do not believe that any 
large part of the useful materials can be prepared for publication by 
merely a process of selecting and editing portions of existing documents. 
On the other hand we do not at this time propose a rounded research 
study in which the project staff would analyze certain economic institu- 
tions or developments by use of OPA files. Our proposal falls between 
these extremes. It calls for the preparation of appropriate statistical 
summaries of quantitative information, for the portrayal of relation- 
ships, and for the briefing of qualitative materials. In some cases the 
staff may need to carry the analysis a considerable distance toward 
conclusions about the character of markets and prices. Such steps may 
be necessary in order to hide confidential data, to bring out relation- 
ships which cannot be indicated by ordinary statistical tabulations, or 
to elucidate points which are qualitative in character and which require 
drawing on a variety of materials. 

Our proposal is that the work of the project be pointed toward the 
preparation of materials bearing on the broad topic, “The Structure 
of Commodity Markets and Prices.” In our view this topic encompasses 
at-least such subdivisions as the following: 

1. The production pattern of various commodity areas as shown by 
(a) Size distribution of producers 
(b) Proportion of volume of various firms represented by spec- 
ified products 
(c) The variety of products and price lines made 
2. Vertical relationships 

(a) Degree of integration 

(b) Price-cost relationships 
. The cost structure of the industry under study 
4. The price structure of the industry _ 

(a) Methods of price quotation, which would include geographi- 

cal price patterns 

(b) Relation of quoted prices and realizations 

(c) Differences in prices 

(i) Among firms 
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(ii) By brands, price lines, and classeseof purchasers 

5. The difference in profitability and the changes in profits from 
year to year according to characteristics of the product and of its 
market 

6. Price leadership, influence of custom, etc 

7. Price movements prior to control 

8. Sales policy and sales expense in relation to other characteristics 
of the products and firms 

9. The competitive position of firms classified by size, type of price 
policy, degree of vertical integration, and degree of multiline 
operations 

10. Channels of distribution used and their relationship to sales 
policy and type of product 

11. Business practices not brought out by other subheads 

TII. Procedure under Project. The project should be executed in 
three stages. 

A. Planning. Upon the institution of the project a short period, say 
three months, should be devoted to planning the detailed content and 
methods of the project. The persons at work in this stage should be 
those who will occupy supervisory roles in the second stage. 

B. Drawing of Materials from the Records. The actual drawing of 
materials from the records will constitute the major part of the project. 
Among the types of work which should be done are 

(1) Preparation of tables summarizing primary data so as to hide 
individual cases, show averages, ranges, and other measures of 
dispersions, margins over items of cost, and relationships among 

- series of data. All statistical summaries should be accompanied 
by full annotation of source, of adjustments made, and methods 
of analysis. 

(2) Preparation of textual material to describe characteristics of 
data too varied to summarize statistically or involving so few 
cases that presentation of statistical summaries would reveal 
confidential information. 

(3) Summary statements of qualitative information. 

C. Preparation of Materials for Publication. 

IV. Estimate of Cost. Our estimate of the cost of a project of the 
sort described here and developed on a sufficient scale to prepare and 
publish the more valuable of the materials in the OPA records is 
-between $100,000 and $150,000. This sum should provide twenty to 
twenty-five man-years plus funds for office space, equipment and ma- 
terials, and publication. Because of the need to exercise judgment and 
to plan the particular summaries to be prepared we believe that most 
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of the staff should be composed of professionals of maturity and ex- 
. perience. 

We estimate that the execution of the project would require two 
years. Of this time, about three months would be required for ’prelimi- 
nary planning by.a staff of about five. The second stage would last 
most of the remaining two years and require the larger part of the 
personnel and budget. The organizing of materials-for publication could 
overlap the latter part of the work of preparing the summaries. 

V. Suggested Immediate Steps. If you aprove the project it is our 
suggestion that the following steps be taken: 

A. Before any formal move is made to obtain sponsorship and financ- 
ing for the project, the still undecided question as to who may have 
access to the confidential OPA records should’be resolved. 


B. In the event the developments under A -are favorable, steps | 


should be taken to obtain sponsorship and financial support for the 
project, In general your subcommittee would favor sponsorship and 
support from a foundation, research institution, or university. The 
execution of the project by the Department of Commerce or the Federal 
‘Trade Commission is a possibility, however. 

Your subcommittee will, if you desire, push for a clear dei aea 
as to who may have access to the records. Beyond that, however, we 
believe further decisions rest with your research committee. f 

Respectfully submitted, 
R. B. Heflebower, Chairman 
J. K. Galbraith 
E. T. Grether 
E. S. Mason 
A. C. Neal . 
J. D. Sumner 
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REPORT OF OUR REPRESENTATIVE ON THE AMERICAN 
COUNCIL OF LEARNED SOCIETIES 


The regular activities of the A.C.L.S. have been somewhat reduced during 
1946-47 (the administrative year begins after the annual meeting at the end 
of January) because the Council has been in the throes of a general re- 
organization. However, reports from seventeen operating committees, through 
which the organization largely operates, and from the executive staff were 
presented at the annual meeting at Rye, New York, January 29-31, 1947, 
and are in process of publication in the regular way, in a Council Bulletin. 

It must be said, as the main item of interest, that the energies of the dele- 
gates as well as of the executive officers have centered largely in the discussion 
and preparation of a new basic law for the Council, in the form of a set of 
bylaws. Respecting the occasion for this, it is enough to note the end of the 
war, when service to governmental agencies had absorbed so much of the 
time and energies of the executive and particularly the Director, and the 
coincidence of the need for “reconstruction” with the arrival of the Director 
at retiring age; Dr. W. G. Leland was the primary original promoter of the 
Council and had been its executive head since its beginning, in 1919. Not 
long after the annual meeting of 1946, delegates received minutes of special 
meetings of the Executive Committee and Advisory Board, establishing a 
temporary executive set-up and calling a special meeting of the Council in 
Boston in September, to discuss, revise, and presumably adopt new “bylaws,” 
a draft of which was circulated and comment solicited. This meeting was duly 
held (September 21-22) and spent two days in revising the bylaws, which 
then failed by the narrowest possible margin of passage for submission to the 
constituent societies. The temporary organization was continued, and after 
some further amendment, the new bylaws were adopted at the annual meeting 
of 1947 (January 29-31). New officers were elected, and the selection by a 
competent committee of a new Director (Professor Cornelius Krusé) was 
announced. 

The new constitutional law makes three main changes, designed to improve 
the personal quality and work of the Council and enable it to appeal more 
effectively for financial support. First, the old Executive Committee and Ad- 
visory Board are replaced by a Board of Directors, twelve in number, who 
may in part be elected from outside the delegate members of the Council 
(chosen by the constituent societies in accord with various procedures). Sec- 
ond, provision is made for electing as many as eight members of the Council 
itself from outside the delegates, while any one elected as a director from the 
outside automatically becomes a member of the Council during his term of 
office. Third, the representation of the constituent societies is reduced to one 
delegate each, instead of two (after expiration of terms of present members). 
Thus there is a reduction of about one-third in the size of the Council, which 
had begun to be criticized for unwieldiness due to increasing size and hetero- 
geneity. A number of new constituent societies have been admitted in recent 
years, both from the humanities and the social sciences—partly in the latter 
case because of the policy of the Social Science Research Council not to admit 
new members beyond the original seven. 

a Respectfully submitted, 
Frank H., Knicut 


COMMITTEE ON THE UNDERGRADUATE TEACHING OF 
ECONOMICS AND THE TRAINING OF ECONOMISTS 


. The committee aims, by the time of the next annual meeting of the Asso- 


clation, to have completed the work in which it now is engaged. More con- 
cretely, we plan to have in order and ready for publication the general report 


`of our committee and the several special reports of our subcommittees. The - 


completion of the work now in process will not in any sense fulfill the re- 
sponsibilities with which the committee is charged, but will instead constitute 
.only the first step in a direction in which we earnéstly hope the Association will 
continue to move. 

The Need for Continuing Study, Our experience to this point leads us to 
_ believe strongly that systematic study of the teaching of economics would 
be an appropriate and useful continuing function of the Association. In the 
first place, our present investigations already have turned up many more issues 
than we had in mind when we laid out our program of work. As a principal 
result of our exploratory studies, we plan to set up these issues so that they 
they can be investigated by a new committee that may be appointed to suc- 
ceed the present one. Pa N 

In the second place, many members of the Association have shown a great 
deal of interest in the work that wè are doing. While we know that we have 
not created this interest, we believe that we have given it some slight stimula- 
tion through our „conferences and publications, and we are confident that we 
have at least: provided a channel for consideration and discussion of educa- 
tional questions. This may well be a major justification for the existence of 
this committee; and for the continuation of the work-it has begun. The con- 
cern of our colleagues with their objectives, their techniques and their results 
as teachers of economics has reached a new intensity as a result of inter- 


‘national and domestic conditions that are bewildering and disturbing. There. 
seems little hope that the grounds for this intensified interest will be soon re- 


moved. 

There remains another, somewhat different, educational study that we 
believe can now properly be undertaken by the Association. This committee 
has not made any investigation of the large'and important field of graduate 
education in’ economics. This omission was made deliberately, and for two 
principal reasons: first, because it was patently necessary to limit the scope 
of the committee’s work; second, because it seemed appropriate to make at 
least a preliminary study of undergraduate teaching of ecénomics before 
carrying the investigation on to the graduate level. While concerned with the 
broad expanse of general education, the recent essay of Mr. Howard Mum- 
ford Jones, “Education and World Tragedy,” describes with much clarity and 
insight a confusion of objectives in graduate education that seems to apply 
with some force to the teaching of economics, This is the indiscriminate 
application of the same kinds of training (preponderantly training in re- 
search) to some graduate students-who will become specialized investigators 
and to many more who will become collégiate teachers. The-study in which 
this committee is now engaged and a study that might be made by a commit- 
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tee on the graduate teaching of economics wouJd complement each other in 
many ways. We believe that our present work is far enough advanced to pro- 
vide some facility and comfort to such a committee. We therefore recommend 
that a committee of the Association on the graduate teaching of economics be 
established at the earliest possible time. 

Activities of the Subcommittees. Our several subcommittees are continuing 
their work along lines described in our report made a year ago in Cleveland. 
Now, as then, there is some unevenness in the actual accomplishments of the 
several groups. Now, as then, the degree of this unevenness is about what 
might have been expected in view of the differences in the work to be done, 
and the varying other demands on the time and energies of members. It 
would be useless here to comment in detail on the work and plans of all of 
our ten existing subcommittees, and only a general account of the activities of 
a few of them will be presented, i 

Our Subcommittees on the Undergraduate Economics Curriculum and Re- 
lated Areas of Study and that on the Treatment of Especially Able Students 
of Economics have completed their reports. These reports have still to be 
scrutinized and criticized by members of our committee and of our panel of 
consultants. The subcommittees have been asked to remain active, in the 
sense that they may still be called upon to consider and act upon criticisms 
and suggestions arising from the scrutinizing process described aboye. These 
tentatively completed reports, each representing a large amount of careful 
work, deal with subjects of considerable complexity, and the performance of 
these two groups is warmly appreciated by the committee. 

A particularly interesting event of last summer, from the point of view of 
the committee, was the two-weeks Conference on the Teaching of Economics 
held at the American University late in August. The Conference was organized 
and directed by Arnold Tolles, Chairman of our Subcommittee on the Train- 
ing of Teachers of Economics, and was supported financially by the Alfred P. 
Sloan Foundation. The seventeen “students” who attended were teachers in 
colleges as widely separated as Quebec, Florida, and Colorado. The “faculty” 
was drawn principally from members of our subcommittees and of our panel 
of consultants. A communication from Mr. Tolles describing the conference 
appeared in the December issue of the 4.E.R. Mr. Tolles also has prepared 
two reports, “Suggestions for Organizing Conferences on the Teaching of 
Economics,” and “A Fresh Approach to the Teaching of Economics,” both 
arising from the experience of the conference last August. The conference 
provided, along with much stimulating discussion by both its “teacher” and 
its “student” members, an extraordinary opportunity to secure both a con- 
sensus and a variety of ideas that have aided the committee in developing 
its work. 

The Subcommittee on Undergraduate Economics in Preparation for Careers 
‘in Public Service and in Business Administration has secured the interest and 
co-operation of Dun and Bradstreet, Inc., whose Marketing and Research 
Service has prepared and circulated a questionnaire on college economics 
addressed to business executives. The subcommittee is working now to canvass 
opinions of government officials through agencies of the federal government. 
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The Subcommittee ‘on the Study of Economics in Relation to Education in 
the Professions is responsible for four reports dealing severally with education 
in law, in medicine, in engineering, and in social service. Reports on the first 
two of these fields have been completed. 

The most complicated task of any of our subcommittees is that undertaken 
by the Subcommittee on Economics Teaching in the Schools. At the meeting 
of the Executive Committee in Cleveland, our committee was authorized to 
seek the collaboration of the other national associations in the social sciences 
in sponsoring a study of education in the social studies in the schools, the 
work to be done and the expense borne by the National Council for the 
Social Studies. Without going into the details of negotiation, we report: (1) 
that the National Council continues eager to undertake the work under the 
auspices of two or more of the associations; (2) that the American Historical 
Association, having published in 1944 its report on American History in 
Schools and Colleges, does not wish to undertake a closely related study so 
soon; (3) that the American Political Science Association and the American 
Sociological Society express much interest in the proposal. These organizations 
are complicated in structure, the problem is unwieldy, and a working arrange- 
ment has not yet been reached. We hope that the Executive Committee will be 
tolerant of our slowness, and will permit us to continue our negotiations. In 
view of the dimensions of the work that is planned, it does not seem either 
appropriate or possible to include the contemplated study in the supplement to 
the 4.E.R. that the committee is authorized to prepare and publish. 

President Goldenweiser has authorized our appointment of a new sub- 
committee to study and report on extracurricular arrangements related to the 
study of economics, This group will examine student publications and student 
conferences, such as the various intercollegiate ones in which debates and 
discussions of economic issues are carried on by students. We also propose to 
organize at once a new Subcommittee on Visual Aids in the Teaching of 
Economics. 

Instead of conducting a general round table on the teaching of economics, 
as we did a year ago at Cleveland, the committee has been authorized to 
arrange a series of conferences to be held during the present meeting of the 
Association. These conferences will raise, for informal consideration and dis- 
cussion, some of the issues confronting the committee and its subcommittees. 
All interested members of the Association are cordially invited to attend these 
conferences. 

The unexpected balance of funds already appropriated by the Executive 
Committee for our use, if it may be carried over to the current year, probably 
will meet our needs for financing. No new appropriation is requested at this 
time. 

The objectives and methods of our work continue to be as described i in our 
report submitted at Cleveland. 

Respectfully submitted, 
Horace TAYLOR, Chairman 
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REPORT OF THE SUBCOMMITTEE ON CONSENSUS REPORTS 


At the April, 1946, meeting of the Executive" Committee the report of the 
Committee on Economic Opinion and Public Policy was discussed at length. 
The parts pertaining to the proposed Board of Editors on economic policy 
reports were approved in principle but referred back to the committee “with 
instructions that it study and analyze past experiments, consider additional 
experiments of the same sort in connection with this year’s program, if so 
determined by the President, and report back a year hence.” The committee 
regrettably feels unable to comply with these instructions and begs to request 
its discharge. This present supplemental report was prepared at a brief meet- 
ing of three members in Chicago on January 20, 1947, and subsequently 
approved by all members. 

Part I of the committee report, dated December 5, 1945, and the relevant 
appendix setting forth a Tentative Plan for the Preparation of Statements 
on Public Policy still represent the best judgment of the committee on the 
subject. Extended discussion at a round table at the Cleveland meeting in 
January, 1946, revealed considerable interest and yielded no suggestions for 
significant modification. Most of the misgivings voiced at the April, 1946, 
meeting of the Executive Committee had been expressed in earlier discussions 
of the subject and considered in drafting the present committee’s report. 
Experience has shown the handicaps of proceeding on an ad hoc year-to-year 
basis in the absence of a stable subagency of the Executive Committee. 

The committee has no serious objection to the suggested rewording of the 
basic question to read, for example: Should the Association initiate and 
sponsor efforts to formulate reports and statements of opinion upon public 
issues which involve economic principles? In various minor particulars the 
report might be reworded in the light of the discussion last April. But we have 
no heart for undertaking a revision because we see no prospect that its details 
would command the substantial encouragement of a changing Executive Com- 
mittee. 

Two special conditions have seemed to render deferment of action excusable 
if not advisable. (1) The R.O.E. project, which arose later, seemed to com- 
pete with this committee’s interest with respect to funds, leadership, and 
members. (2) Pressure on professional economists is especially serious in these 
early postwar years. However, at most these conditions suggest that the 
project should begin slowly and be at first limited in scope. They do not call 
for delay in deciding whether the proposed action is to be undertaken with 
whatever rapidity may be found practicable. 

We believe that decision on this point rather than consideration of the 
details of our proposal should be the concern of the Executive Committee at 
the April meeting. If the decision is to proceed, any unsatisfactory features 
of our proposal can readily be referred to a new committee with specific 


instructions as to the respects in which improvement is needed. 


Corwin D. Epwarps, Chairman 
Josers S. Davis 
EVELINE M. BURNS 
THEODORE W. SCHULTZ 
5 James WASHINGTON BELL 


REPORT OF OUR REPRESENTATIVE ON THE SOCIAL SCIENCE 
’ RESEARCH COUNCIL 


During the past year the representatives of the American Economic Asso- 
ciation attended two meetings of the Board of Directors of the Social Science 
Research Council, in April and in September. At these meetings the directors 
heard reports by the executive director, the chairmen of the twenty-six active 
committees, and several conference leaders. 

The scope of the Council’s current activities can only be suggested. At 
present they may be grouped in four major categories: (1) efforts to improve 


the quality of research; (2) conduct of specific research; (3) service and. 


advisory functions; and (4) endeavors to better the conditions under which 
social science research is carried on, Among matters presently of especial 
concern to the Council are the status of federal legislation relating to research 
in the social and the natural sciences and the possibility that the social 
sciences may not continue to attract a sufficient proportion of the most ‘able 
students. The Council’s special research committees welcome the co-operation 
-of economist-scholars interested in the areas of subject matter under con- 
sideration by these committees. Publications by these committees are ob- 
tainable, as a rule, from the Council. i 

.Of especial interest to economists at present is the work of the following 
committees—work which probably will eventuate in publications: economic 
history; employment; world area research; federal government and research; 
government records and research; housing research; labor market research; 
Latin-American studies; measurement of opinion, ‘attitudes and consumer 
wants; military applications of social science; organization for research in 
the social sciences and university social science research organizations; social 
adjustment (old age); social aspects of atomic energy; social science per- 
sonnel; source book of-economic statistics; and war studies. The studies and 
conferences recently sponsored by the Council include, among others, several 
having to do with food habits, with research in marketing, and with inter- 
cisapEpaty, approaches to research i in the field of social science. 

Respectfully submitted, 
Josera J. SPENGLER 
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REPORT OF OUR REPRESENTATIVE ON THE BOARD OF THE 
NATIONAL BUREAU OF ECONOMIC RESEARCH 


In June; 1946, the National Bureau held a twenty-fifth anniversary celebra- 
tion meeting in New York City. Papers were presented by a number of dis- 
tinguished American and foreign scholars, These have been published by the 
National Bureau in a book entitled Economic Research in Relation to the 
Development of Economic Science and Public Policy. The Bureau is also in 
process of publishing a series of several reports related to major research 
programs during its first twenty-five years. 

With the return of staff members from service in the armed forces or other 
war work the research programs of the Bureau swung once again into high 
gear in 1946. The year was also marked by visits to the National Bureau by 
many scholars from other countries coming to study its materials and methods. 
Many requests were received from abroad for National Bureau publications, 
especially those pertaining to national income. 

The current research program of the Bureau includes continuation and 
expansion of studies in the fields of national income, employment and produc- 
tivity, business cycles, commodity prices, the labor market, and banking and 
finance, and new projects among which are those relating to the flow of money 
payments, the effects of taxation on business incentives, and long-term 
changes in international economic relations of the United States.” 

The principal study now in progress in the national income field relates 
to some aspects of distribution of income by size. 

In the field of business cycles the Bureau will soon publish a bulletin on 
statistical indicators of depression and recovery. This will represent a revision 
and amplification of the bulletin published in 1938 on indicators of cyclical 
revivals, 

Extensive work in the field of business cycles includes cycles in incomes of 
individuals, business profits and their relation to business receipts and outlays, 
construction and business cycles, consumption expenditures, harvest cycles, 


. international financial transactions, prices and production, manufacturers in- 


ventories, changes in wages and the labor force. Mr. Mitchell is preparing a 
preliminary summary volume on What Happens During Business Cycles: A 
Progress Report. 

In the field of employment and productivity the Bureau is continuing its 
studies of service industries which were begun in Income From Independent 
Professional Practice, by Friedman and Kuznets, and Domestic Servants, by 
Stigler. Studies are also under way on employment and earnings in the fields 
of education, trade, and government. 

Extensive studies are in process in the field of banking and finance dealing 
with various aspects of urban real estate financing, agricultural finance, con- 


. Sumer installment credit, war financing and experience with default, yields, 


and investment values of corporate bonds. 

The Conference on Research in Fiscal Policy has nearly completed three 
projects—an estimate of the postwar federal budget, a study comparing the 
definitions of business income for tax purposes and for business purposes, and 


an investigation of the tax treatment of capital gains and losses. 
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” Among the principal new Undertakings of the National Bureau, three are 
of special intèrest. An exploratory study of the flow of money payments will 
be completed by Morris Copeland during the year 1947. This study will give 
a measure for each of -ten segments of the economy of the amount paid and 
received and the debt and credit position. 

A second noteworthy study, to be carried on under the auspices of the 
Conference on Research in Fiscal Policy, is a study of the effects of taxation 
on business incentives. 

A third study, still in the project stage, is envisioned as a series of studies 
concerning long-term changes in the basic elements in economic relations 
between the United States and foreign countries. Their purpose is to determine 
interrelations between secular developments in the domestic economy and 
abroad ahd developments in our international relations. 

The list of universities designated to nominate Members of the Board of 
Directors of the National Bureau has been enlarged in recent years to include 
the Institute for Advanced Study, Northwestern University, and the Uni- 
versity of Toronto. 

The Economic History Association has Baek added to the organizations 
designated to nominate Directors of the National Bureau. 

The membership of the Board allowed by the bylaws has been increased from 


thirty-fivé to forty-two with the purpose of permitting selection of additional ` 


members-at-large from fields such as agriculture, heavy industry, consumer 
interests, engineering, and the like. 

E Respectfully submitted, 
Donatp H. WALLACE 
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Part I—Papers and Discussions on the Doctrine of Free Trade; Theory of Prices; 
Theory of Money; Open Shop or Closed Shop. Pp. 226. 

Part IJ—Papers and Discussions on Government Interference with Industrial 
Combinations; Regulation of Railway Rates; Taxation of Railways; Prefer- 
ential Tariffs and Reciprocity; Inclosure Movement; Economic History of 
the United States. Pp. 270. 

** The History and Theory of Shipping Subsidies. By R. Meeker. Pp. 230. 

Factory Legislation in the State of New York. By. F. R. Fairchild. Pp. 218. 


Volume VII, 1906 


Eighteenth Annual Meeting: Papers and Discussions on The Love of Wealth and 
the Public Service; Theory of Distribution; Governmental Regulation of 

X Railway Rates; Municipal Ownership; Labor Disputes; The Economic 
Future of the Negro. Pp. 325. 

Railroad Rate Control. By H. S. Smalley. Pp. 147. 

On Collective Phenomena and the Scientific Value of Statistical Data. By E. G. F. 
Gryzanovski. Pp. 48. 

Handbook of the Association, 1906. Pp. 48. 

The Lees of the Gross Receipts of Railways in Wisconsin. By G. E. Snider. 

p- 138. 


Volume VIII, 1907 


Nineteenth Annual Meeting: Papers and Discussions on Modern Standards of 
Business Honor; Wages as Determined by Arbitration; Commercial Edu- 
cation; Money and Banking; Western Civilization and Birth Rate; Eco- 
nomic "History; Government Regulation of Insurance; Trusts and Tariff; 
Child Labor. Pp. 268. 

Historical Sketch of the Finances and Financial Policy of Massachusetts from 
1780 to 1905. By C. J. Bullock. Pp. 144. . 

Handbook of the Association, 1907. Pp. 50. 

The Labor Legislation of Connecticut. By Alba M. Edwards. Pp. 322. 

The Growth of Large Fortunes. By G. P. Watkins. Pp, 170. . 
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: Volume IX, 1908 ° 
Handbook of the Association, 1908. Pp. 49. $ .25 
1. Twentieth Annual Meeting: Papers and Discussions on Principles of Government 
Control of Business; Are Savings Income; Agricultural Economics; Money 
and Banking; Agreements in Political Economy; Labor Legislation; Rela- 
tion of the Federal Treasury to the Money Market; Public Service Commis- 


sions. Pp. 311. 1.25 
2. Chicago Traction. By R. E. Heilman. Pp. 131. 1.00 
3. Factory Legislation of Rhode Island. By J. K. Towles. Pp. 119. 1.00 
4, ** Progressive Taxation in Theory and Practice. Revised Edition. By E. R. A. 

Seligman. Pp. 334. 1.25 


Volume X, 1909 
1. Twenty-first Annual Meeting: Papers and Discussions on The Making of Eco- 
nomic Literature; Collective Bargaining; Round Table on Accounting; 
Labor Legislation; Employers’ Liability; Canadian Industria]-Disputes Act; 
Modern Industry and Family Life; Agricultural Economics; Transportation; 
Revision of the Tariff; A Central Bank; The National Monetary Commis- 
sion; Capitalization of Public Service Corporations in Massachusetts. Pp. 


432. 1.50 
2. Handbook of the Association, 1909. Pp. 59. 25 
3. ** The Printers. By George E. Barnett. Pp. 379. 1.50 
4. Life Insurance Reform in New York. By W. H. Price. Pp. 95. 75 
Volume XI, 1910 
‘ 1. Twenty-second Annual Meeting: Papers and Discussions on History of the Asso- 
ciation; Observation in Economics; Economic Dynamics; Theory of Wages; 
seed Life; Valuation of Public Service Corporations; Trusts; Taxation. ; 
p. 386. 1.50 
2. ** Handbook of the Association, 1910, Pp. 79. .25 
3. The Child Labor Policy of New Jersey. By A. S. Field. Pp. 229. 1.25 
4. The American Silk Industry and the Tariff. By F. R. Mason. Pp. 178. 1.00 


THE ECONOMIC BULLETIN 


Published quarterly in 1908, 1909, and 1910, and containing personal notes, news of 
the economic world, announcements of special lines of investigation, and a classified and 
annotated bibliography of the current books and articles on economic subjects. 


Volume I, 1908. Four numbers. $2.00; each .60 
Volume II, 1909. Four numbers. i $2.00; each .60 
Volume IT, 1910. Four numbers. $2.00; each .60 


FOURTH SERIES 
Subscriptions by nonmembers, libraries, etc., $5.00 a year 


Volume I, 1911 

The American Economic Review, **March, June, September, and December; each, 1.00 
Twenty-third Annual Meeting: 

Papers and Discussions on the Significance of a Comprehensive System of 

Education; Money and Prices; The Ricardo Centenary; Accounting; Canals 

and Railways; Population and Immigration; Labor Legislation; Taxation; : 

A Definition of Socialism; Competition in the Fur Trade. Pp. 388. 1.50 
**Handbook of the Association, 1911. 25 


Volume TI, 1912 
The American Economic Review, March, June, September, and December; each, 1.00 
Supplement.—Twenty-fourth Annual Meeting: 
Papers and Proceedings. The Economic Utilization of History; Tariff Legis- 
lation; The Federal Budget; Rural Conditions; Selection of Population by 
Migration; The Price Concept; An International Commission on the Cost 
of Living; Industrial Efficiency. Pp. 146. 1.25 


Volume III, 1913 


The American Economic Review, March, June, ** September, and ** December; each, 1.25 
Supplement.eTwenty-fifth Annual Meeting: 


. 
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Papers and Proceedings.*Population or Prosperity; The Rising Cost of Liv- 
ing—Standardizing the Dollar; Banking Reform; Theories of Distribution; 
Farm Management; Governmental Price Regulation. Pp. 155. n 
Supplement.—Handbook of the Association, 1913. 


Volume IV, 1914 
The American Economic Review, March, June, September, and December; each, 
Supplement.—-Twenty-sixth Annual Meeting: , 
Papers and Proceedings. The Increasing Governmental Control of Economic 
Life; The Control of Public Utilities; Railroad Rate Making; Syndicalism; 
Trust Decisions and Business. Pp. 211. 
Supplement.—-Handbook of the Association, 1914. 


Volume V, 1915 
The American Economic Review, March, June, September, and ** December; each, 
Supplement.—Twenty-seventh Annual Meeting: 
Papers and Proceedings. Economics and the Law; Regulation of the Stock 
Exchanges; Market Distribution; Statistical Work of the United States 
Government; Relation of Education to Industrial Efficiency; The Effect of 
Income and Inheritance Taxes on the Distribution of Wealth; Public Regu- 
lation of Wages, Pp. 323. G 
Volume VI, 1916 
The American Economic Review, ** March, ** June, September, and ** December; 
each 
4k Supplement.—Twenty-eighth Annual Meeting: f 
Papers and Proceedings. The Apportionment of Representatives; Effect of 
the War on Foreign Trade; Budget Making and the Increased Cost of 
‘ Government; Economic Costs of War; Economic Theorizing and Scientific 
Progress; The Role of Money in Economic Theory; Price Maintenance; 
Investment of Foreign Capital. Pp. 248. 
Supplement.-Handbook of the Association, 1916. 


Volume VII, 1917 
The American Economic Review, March, June, September, and December; each, 
Supplement.—-Twenty-ninth Annual Meeting: 
Papers and Proceedings. The National Point of View in Economics; Landed 
Property; Two Dimensions of Economic Productivity; Some Social Surveys 
in Iowa; The Land Problem and Rural Welfare; The Federal Farm Loan 
Act; Statistics of the Concentration of Wealth; Gold Supply at the Close 
of the War; Loans and Taxes in War Finance; Problems of Population 
after the War; Some Phases of the Minimum Wage. Pp. 275. 
Supplement.—-Index to the Publications, 1886-1910. 


Volume VIII, 1918 . 
The American Economic Review, March, June, September, and ** December; each; 
Supplement.—Thirtieth Annual Meeting: 
Papers and Proceedings. Economic Reconstruction; Federal Taxes upon In- 
come and Excess Profits; Land Utilization and Colonization; Fedéral Valua- 
tion of Railroads; Co-ordination of Employment Bureaus; Control of the 
Acquisition of Wealth; Motives in Economic Life; Price-Fixing; Problems 
or Governmental Efficiency; Economic Alliances and Tariff Adjustments. 
p. 317. 
Volume IX, 1919 
The American Economic Review, ** March, ** June, September, and December; 
each, 
** Supplement.—Thirty-first Annual Meeting: , 
Papers and Proceedings. Economists in Public Service; Interest on Invest- 
ment a Manufacturing Cost Factor; Control of Marketing Methods and 
Costs; War and the Supply of Capital; War and the Rate of Interest; Index 
of the Cost of Living; Securing the Initiative of the Workman; A Legal Dis- 
missal Wage; After-War Gold Policies; Foreign Exchange; Stabilizing the 
Dollar; Tenancy of Landed Property; Price-Fixing; Economic Theory in an 
Era of Readjustment; Psychology and Economics; The Open Door and 
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Colonial Policy; Reports of Committees on Foxeign Trade and Purchasing 
Power of Money. Pp. 368. 
** Supplement No. 2.—Report. of the Committee on War Finance. Pp. 142. 
Supplement No. 3.—Handbook of the Association, 1919. 


Volume X, 1920 


The American Economic Review, ** March, June, September, and December; each, 


** Supplement.—Thirty-second Annual Meeting: 
Papers and Proceedings. Excess Profits Taxation; Germany’s Reparation 
Payments; International Supervision over Foreign Investments; Results of a 
Balanced Industrial System; Employee’s Representation in Management of 
Industry; Prices and Reconstruction; Banking Policy and Prices; Large- 
Scale Marketing; Reports of Committees on Foreign Trade, Co-ordination 
in Taxation, Census Advisory Committee. Pp. 278. ae 

Supplement No. 2.—Taxation of Excess Profits in Great Britain. Pp. 244. 


Volume XI, 1921 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Thirty-third Annual Meeting: 
Papers and Proceedings. The Railroad Situation; Our Foreign Trade Bal- 
ance; Problems of the Bituminous Coal Industry; Traditional Economic 
Theory; Non-Euclidean ‘Economics; Federal Taxation of Profits and In- 
come; Teaching of Elementary Economics. Pp. 194. 
Supplement No. 2,—Karelsen Prize Essays, on What Can a Man Afford? Pp. 118. 


Volume XII, 1922 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Thirty-fourth Annual Meeting: 
Papers and Proceedings. Business Cycles; American Trade Unionism ;° The 
Railroads; Workmen’s Compensation; Federation in Central America; 
Teaching of Elementary Economics; The Chain Store Grocer; Economics 
and Ethics. Pp. 194. 

Supplement No. 2.—Handbook of the Association, 1922, 


Volume XIII, 1923 
The American Economic Review, March, ** June, September, and December; each, 
Supplement.—Thirty-fifth Annual Meeting: ; 
Papers and Proceedings. Trend of Prices; Trend of Rate of Interest and 
Investment; Outlook for Wages and Employment; Overhead Costs; Com- 
mercial Rent and Profits; Labor Turnover; Factors in Wage Determina- 
tions; Income of Farmers; Large-Scale Production and Merchandising; 
Marketing Farm Products; Bureaus of Business Research. Pp. 293. 


Volume XIV, 1924 
The American Economic Review, ** March, ** June, September, and December; each, 
Supplement.—Thirty-sixth Annual Meeting: 
Papers and Proceedings. International Trade and Commercial Policy; Rail- 
road Consolidation; Economic Theory; Transportation; American Foreign 
Trade; Marketing. Pp. 192. 
Supplement No. 2—Handbook of the Association, 1924. 


Volume XV, 1925 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Thirty-seventh Annual Meeting: 
Papers and Proceedings. The Economics of Advertising; Problems of Eco- 
nomic Theory; Transportation; Marketing; Giant Power; The Teaching of 
Business and Economics; Business Administration; Monetary Stabilization; 
Foreign Service Training; Highway Economics; Psychological Problems of 
mt Industry. Pp. 165. 
** Supplement No. 2.—Babson Prize Essay, on Forecasting the Price of Hogs. Pp. 22. 


. Volume XVI, 1926 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Thirty-eighth Annual Meeting: 
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Papers and Pročeedings. Moviment of Real Wages; Teaching of Economics; 
Consuming Power of Labor and Business Fluctuations; Economic Problems 
Involved in the Payment of International Debts; Economics and Geog- 
raphy; Agriculture in Our National Policy; Tariff Making; Trade Associa- 
tions; Theory of Wages} Reducing the Costs of Marketing; Topics in 
Economic History; Railway Problems; Land Economics; Federal Reserve 
Policies. Pp. 353. . 
Supplement No. 2—Handbook of the Association, 1926 


Volume XVII, 1927 


The American Economic Review, March, June, September, and De ; each, 

ial * Supplement —-Thirty-ninth Annual Meeting: 
Papers and Proceedings. Economics of Prohibition; Economic History; Use 
of the Quantitative Method in the Study of Economic Theory; Present-Day 
Corporation Problems; American Practices Analogous to Foreign Controls 
over Raw Materials; "Marketing; Interest Theory and Price Movements; 
Problem of Effective Public Utility Regulation; Immigration Restriction— 

“ Economic Results and Prospects; Family Budgets; Motor Transportation in 

the United States. Pp. 218. . 

Supplement No. 2——Report of the Dinner in Honor of Professor John Bates Clark. 
Pp. 18. 


aS ; Volume XVIII, 1928- 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Fortieth Annual Meeting: 
Papers and Proceedings. Land Economics; Marketing; Present Status and 
Future Prospects of Quantitative Economics; Post-War Fluctuations of 
Commodity Prices; Relationship between Departments of Economics and 
Collegiate Schools of Business; Economic History; Simplification of the 

. Federal Income Tax; Economic Significance of the Increased “Efficiency of 
American Industry; An Approach to the Law of Production and Its Rela- 
tion to the Welfare of the Wage-Earner; Meaning of Valuation; Railroad 
Valuation with Special Reference to the O'Fallon Decision; Interest Rates 
as Factors in the Business Cycle; Should the Debt Settlements Be Revised; 
an TOE of the Reasons for Revision of the Debt Settlements. 

p. 305. 
Supplement No. 2.—Handbook of the Association, 1928. - 


\ Volume XIX, 1929 


- The American’ Economic Review, March, June, September, and December; each, 

Supplement.—¥orty-first Annual Meeting: 
Papers and Proceedings. Market Shifts, Price Movements, and Employment; 
Some Observations on Unemployment Insurance; Marketing; Land Eco- 
nomics; Law and Economics; Price Stabilization; London and the Trade 
Cycle; Federal Reserve Policy ‘and Brokers’ Loans; Central Planning of Pro- 
duction in Soviet Russia; International Differences in the Labor Move- 
ment; Tariff Making in the United States; Economic History; Locality Dis- 
tribution of Industries; Regulation of Electric Light and Power Utilities; 
An Inductive Study of Publicly Owned and Operated vs. Privately Owned 
but Regulated Public Utilities; Regulation of the Common Carrier; Com- 
mercial Motor Vehicle and the Public, Pp. 284. 


Volume XX, 1930 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-second Annual Meeting: 
Papers and Proceedings. Economic History; Public Works Plan and Unem- 
ployment; Theory of Economic Dynamics as Related to Industrial Instabil- 
~ ity; Chief Economic Problems of Mexico; Reparations Settlement and the 
International Flow of Capital; Federal Reserve Board—Its Problems and 
Policy; Economic and Social Consequences of Mechanization in Agriculture 
and industry. Pp. 214. 


Volume XXI, 1931 ; 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-third Annual Meeting: 
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Papers and Proceedings, Decline of Laissez Faire; Small Jaoan Business; So- 
cial and Economic Aspects of Chain Stores; Rissian Economic Situation; 
Trustification and Economic Theory; Persistence of the Merger Movement; 
Program of the Federal Farm Board; Social Implications of Restriction of 
Agricultural Output; Land Economics and Real Estate; Institutionalism— 
What It Is and What It Hopes to Become; An Apprpach to World Eco- 
nomics; International Industrial Relations—Migration of Enterprise and 
Policies Affecting It; World-Wide Depression of 1930; Present Depression— 
A Tentative Diagnosis; Power and Propaganda; Failure of Electric, Light 
and Power Regulation and Some Proposed Remedies. Pp. 302. 
Supplement No. 2—Handbook of the Association, 1931. 


Volume XXII, 1932 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Forty-fourth Annual Meeting: 
Papers and Proceedings. Private Enterprise in Economic History; Shorter 
Working Time and Unemployment; Quantitative Economics; Theory of 
Technological Progress and the Dislocation of Employment; Measurement 
of Productivity Changes and the Displacement of Labor; Stabilization of 
Business and Employment; Principle of Planning and the Institution of 
Laissez Faire; Institutional Economics; Elasticity of Demand as a Useful 
Marketing Concept; Investments of Life Insurance Companies; Real Estate 
in the Business*Cycle; Investments and National Policy of the United States 
in Latin America; Recent Changes in the Character of Bank Liabilities 
and the Problem of Bank Reserves; Bank Failures in the United States; 
Transportation by Rail and Otherwise; Our Changing Transportation Sys- 


tem, Pp. 306. 
Volume XXII, 1933 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Forty-fifth Annual Meeting: 
Papers and Proceedings. Rise of Monopoly in the United States; Record of 
Insurance in the Depression; Some Theoretical Aspects of Unemployment 
Reserves; The Economics of Unemployment Relief; American Economic 
Thought; Formation of Capital; Measurement and Relation to Economic 
Instability; Size of Business Unit as a Factor in Efficiency of Marketing; 
Reserve Bank Policy and Economic Planning; Federal Reserve Policy in 
World Monetary Chaos; Tariff Reform: The Case for Bargaining; Specula~ 
tion in Suburban Lands; Real Estate Speculation and the Depression. Pp. 
206. 

Supplement No. 2—Handbook of the Association, 1933. 


Volume XXIV, 1934 
The American Economic Review, **March, June, September, and December; each, 
** Supplement.—Forty-sixth Annual Meeting: K 
Papers and Proceedings. The History of Recovery; Public Utilities in the 
Depression; Imperfect Competition; Fundamentals of a National Transpor- 
tation Policy; Correlation of Rail and Highway Transportation; Marketing 
under Recovery Legislation; Economics of the Recovery Act; Measurement 
of Unemployment; Controlled Inflation; Banking Act of 1933—An Ap- 
praisal; Some Statistics on the Gold Situation; The Problem of Tax Delin- 
quency; The Problem of Expanding Governmental Activities; The Eco- 
nomics of Public Works. Pp. 224. 


Volume XXV, 1935 A 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-seventh Annual Meeting: 
Papers and Proceedings. NRA Examined; Rate-making Problems of TVA; 
New Deal and the Teaching of Economics; Paths of Economic Change; 
Business Enterprise and the Organization of Production; Changes in the 
Character, Structure, and Conditions of Production; International Aspects 
of Problems of Production and Trade; International Movements of Capital; 
Our Cothmercial Banking System; Aspects of Co-ordination and Finance; 
Some Lessons Drawn from European Experience; Nationalism; Security 
Regulation and Speculation; Monetary Stabilization from an International 
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Point of View; Monetary Stabilization from ; a National Point of View; De- 
centralization of Populatton and Industry; Co-ordination of State and Local 
Finance; Relief Aspects of the New Deal; Unified Program for the Unem~- j 
ployed. Pp. 240. $1.25 
Volume XXVI, 1936 
The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Forty-eighth Annual Meeting: 
. Papers and Proceedings. Some Distinguishing Characteristics of the Current 
Recovery; Price Theories and Market Realities; Notes on Inflexible Prices; 
Effect- of the Depression upon Earnings and Prices of Regulated and Non- 
regulated Industries; Size of Plants in Its Relation to Price Control and 
Price Flexibility ; Requisites of Free Competition; Monopolistic Competition 
~ and Public Policy; Banking Act of 1935; Recent Legislation and the Bank- - 
‘ing Situation; Economic Aspects of an Integrated Social Security Program; 
Capital Formation; Trade Agreements Program and American Agriculture; 
Founding. and Early History of the American Economic Association; Devel- 
opments in Economic Theory; Federal Revenue Act of 1935; Relations 
between Federal, State, and Local Finances; Equalization of Local Govern- 
ment Resources; Adjustment to Instability; Transportation Problems; Fifty 
‘Years’ Developments i in Ideas of Human Nature and a Motivation; Institu- 
tional Economics; Place of Marginal Economics in a Collectivist System ; 
Problem ‘of Prices and Valuation in the Soviet System; Effects of New Deal 
Legislation on Industrial Relations; Report of the Fiftieth Anniversary 
Dinner. Pp. 350. 1.25 
** Supplement No. 2 —Handbook of the Association, 1936. 2.00 


Volume XXVI, 1937 
The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Forty-ninth Annual Meeting: 

Papers and Proceedings. Economic Interdependence, Present and Future; 
Quantitative and Qualtitative Changes in International Trade During the 
Depression; Current Tendencies in Commercial Policy; Trade Problem of 
the Pacific; Analysis of the Nature of American Public Debts; Limits to 
Possible Debt Burdens, Federal, State, and Local; Debt Retirement and the 
Budget; United States Debt—Distribution among Holders and Present 

+ Status; Federal-State Unemployment Compensation Provisions of the Social 
Security Act; Unemployment Relief and Insurance; Economic Problems 
Arising from Social Security Taxes and Reserves; The Situation of Gold 
Today in Relation to World Currencies; Mechanisms and Objectives for the 
Control of Exchange; The Adequacy of Existing Currency Mechanisms 
Under Varying Circumstances; Present Situation of Inadequate Housing; 
Financing of Housing; Some Economic Implications of Modern Housing; 
Managed Currency; A Critique of Federal Personnel Policies as Applied to 
Professional Social Science Positions; New Opportunities for Economists 
and Statisticians in Federal Employment; Government Employment as a 
Professional Career in Economics; Indicia of Recovery; Housing and 
Housing Research; Distribution of Purchasing Power and Business Fluctua- 
tions; Forecast of Power Development; The Possibility of a Scientific Elec- 
trical Rate System; Co-ordination of Public and Private Power Interests in 
European Countries; Recent Developments in the Theory of Speculation; 
Control of Speculation under the Securities Exchange Act; Unorganized 
Speculation: the Possibility of Control. Pp. 333. 1.25 


Volume XXVIII, 1938 

The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Fiftieth Annual Meeting: 

Papers and Proceedings. The Significance of Marxian Economics for Present- 

day Economic Theory; The Significance of Marxian Economics for Cur- 

rent Trends of Governmental Policy; The Rate of Interest; Security Mar- 

kets and the Investment Process; Relation of Price Policy to Fluctuations 

of Investment; General Interest Theory; Rate of Interest; Security Regula- 

tion; Corporate Price Policies; Fiscal Policies; Rate of Coftsumption; 

Wage Rates; Social Security Program; Rate of Consumption; Durable 

Consumers Goods; Wage Policies. Pp. 192. ‘ 1.25 
Supplement No. 2—Handbook of the Association, 1938. 2.50 
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Volume XXIX, 1939 


The American Economic Review, **March, **June, September, ‘and Den ; 
eac 

Supplement.—Fifty-first Annual Meeting: i 
Papers and Proceedings. Problem of Industrial Growth i in a Mature Econ- 
omy; Effects of Current and Prospective Technological Developments upon 
Capital Formation; Public Investment in the United States; Expansion and 
Contraction in the American Economy; Effect of Industrial and Technologi- 
cal Developments upon Demand for Capital; Role of Public Investment and 
Consumer Capital Formation; Income and Capital Formation; Price and 
Production Policies of Large-Scale Enterprise; Changing Distribution Chan- 
nels; Financial Control of Large-Scale Enterprise; Pure Theory of Produc- 
tion; Changing Character, of American Industrial Relations; Wages and 
Hours i in Relation to Innovations and Capital Formation; Effect of Wage 
Increase upon Employment; Relation of Wage Policies and Price Policies; 
An Appraisal of Factors Which Stopped Short the Recovery Development in 
the United States; Fiscal Policy in the Business Cycle; An Appraisal of the 
Workability of Compensatory Devices; Divergencies in the Development 
of Recovery in Various Countries; Factors Making for Change i in Character 
of Business Cycle; Industrial Relations. Pp. 280. 


Volume XXX, 1940 


The American Economic Review, March, June, September, and December; each, 

** Supplement.—Fifty-second Annual Meeting: 
Papers and Proceedings. Objectives of Monetary Policy; Economic Issues 
in Social Security Policy; Bank Deposits and the Business Cycle; Problems 
in the Teaching of Economics; Price Control Under “Fair Trade” Legisla- 
tion; Problems of American Commercial Policy; Transportation Problem; 
Preserving Competition Versus Regulating Monopoly; Theory of Interna- 
tional Trade; Collective Bargaining and Job Security; Banking Reform 
Through’ Supervisory Standards; Incidence of Taxation; Economic Plan- 
ning; Growth of Rigidity in Business; Economics of War; Population Prob- 
lems; Cost Functions and Their Relation to Imperfect Competition. Pp. 436. 

Supplement No. 2—Handbook of the Association, 1940, 

No. 5 (February, 1941) 

Fifty-third Annual Meeting (December, 1940) : 

Papers and Proceedings. Gold and the Monetary System; Economic Re- 
search; Federal Budget; Economic Consequences of Deficit Financing; 
Teaching of Economics; Agricultural Situation; A Review of Fundamental 
Factors, an Evaluation ‘of Public Measures, and an Appraisal of Prospects; 
Status and Role of Private Investment in the American Economy, 1940; 
Unemployment in the United States, 1930-50; Economic Consequences of 
War Since 1790; Some Economic Problems of War, Defense, and Postwar 
Reconstruction ; "United States in the World Economy, 1940; International 
Economic Relations and Problems of Commercial Policy; Price Policy and 
Price Behavior. Pp. 458. 


Volume XXXI, 1941 
The American Economic Review, March, **June, September, and **December; each, 


Volume XXXII, 1942 


The American Economic Review, **March, **June, **September, and **December ; 
each, 
xk * Supplement .—Fifty-fourth Annual Meeting: ° 
Papers and Proceedings, Economic Adjustments After Wars; Problems of 
Taxation; Determinants of Investment Decisions; Problems of International 
Economic Policy for the United States; History of American Corporations; 
Problems of Labor Market Research; Co- ordination of Federal, State, and 
Local Fiscal Policy; Technical Aspects of Applying a Dismissal Wage to De- 
fense Workers; Problems of International Economic Policy; Impact of Na- 
tional Defense "and the War upon Public Utilities; Future of Interest Rates; 
Effect of Managerial Policy upon the Structure of American Business; 
Economic Effects of Wars; Economic Aspects of Reorganization Under the 
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Chandler Act; Economics of Industrial Research; Objectives in Applied 
Land Economi&s Curricyla; Changing Position of the Banking System and 
Its Implications for Monetary Policy; Determination of Wages; Economic 
Problems of American Cities; Cost and Demand Functions of the Individual 
Firm; Problems of Price Control; Effects of the War and Defense Program 
upon Economic Conditions and Institutions; Trade Unions and the Law. 


Pp. 534. e $1.25 
Supplement No. 2.—Papers Relating to the Temporary National Economic Com- 

mittee. Pp. 135. 50 
** Supplement No. 3.—Directory. Pp. 198. 3.00 


Volume XXXIII, 1943 
The American Economic Review, **March, June, September, and December; each, 1.25 
** Supplement.—Fifty-fifth Annual Meeting: > 
Papers and Proceedings. Economic Claims of Government and of Private 
Enterprise; Our Industrial Plant When Peace Comes; Financial and Gov- 
ernment Contract Adjustments of Industry at the End of the War; Prob- 
lems of Public Policy Raised by Collective Bargaining; Our Labor Force 
When Peace Comes; Price Control and Rationing; Case Studies in Price 
Control; Restoration of International Trade; Future of International 
Investment; International Financial Relations After the War; Economic 
Regionalism and Multilateral Trade; Bases of International Economic 
Relations; International Commodity Agreements, Pp. 508 + 15. 1.25 


Volume XXXIV, 1944 
The American Economic Review, **March, June, September, and December; each, 1.25 
** Supplement.—Fifty-sixth Annual Meeting: 
Papers and Proceedings. Political Science, Political Economy, and Values; 
Educational Function of Economists and Political Scientists; Public Ad- 
ministration of Transportation under War Conditions; How Achieve Full 
and Stable Employment; Incentive Problems in Regulated Capitalism; Post- 
war Labor Problems; Social Security; Postwar Legal and Economic Posi- 
tion of American Women; Postwar Domestic Monetary Problems; Eco- 
nomic Organization of Welfare; International Trade; Regional Problems; 
International Monetary Problems. Pp. 440 -+ 16. 1.25 
Supplement No. 2.—Implemental Aspects of Public Finance. Pp. 138. 1.00 


Volume XXXV, 1945 
The American Economic Review, March, June, September, and December; each, 1.25 
Supplement (May).—Fifty-seventh Annual Meeting: 
Papers and Proceedings. Consumption Economics; Expanding Civilian Pro- 
duction and Employment After the War; Natural Resources and Inter- 
national Policy; Interdepartmental Courses in the Social Sciences; Price 
Control and Rationing in the War-Peace Transition; Organized Labor and 
the Public Interest; Aviation in the Postwar World; International Mone- 
tary and Credit Arrangements; Agricultural Price Supports and Their 
Consequences; Political Economy of International Cartels; Fiscal Prob- 
lems of Transition and Peace; Problems of Regionalism in the United 
States; Food and Agriculture—Outlook and Policy; Function of Govern- 
ment in the Postwar American Economy. Pp. 520 -+- 16. 1.25 


Volume XXXVI, 1946 


The American Economic Review, **March, **June, **September, and December; 
each, 1.25 
** Supplement (May).—Fifty-eighth Annual Meeting: 
Papers and Proceedings. Problem of “Full Employment”; American Econ- 
omy in the Interwar Period; Postwar Labor Relations; Monetary Policy; 
Changing Structure of the American Economy; Economic Problems of 
Foreign Areas; Publication of an Annual Review of Economics; New 
Frontiers in Economic Thought; Postwar Shipping Policy; Monopoly and 
Competition; Postwar Tax Policy; Postwar Railroad Problems; Inter- 
national Investment; Recent Developments in Public Utility Regulation; 
International Cartels; Economic Research; Methods of Focusing Economic 
Opinion on Questions of Public Policy (e.g., Monetary, Agricultural Price 
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Supports); Undergraduate Teaching of Economics. Pp. 960. $1.25 
** Supplement No. 2—Handbook. Pp. 143. 2.00 
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Volume XXXVII, 1947 


The American Economic Review, March, June, September, and December; each, 1.25 

Supplement (May).—Fifty-ninth Annual Meeting: 
Papers and Proceedings, Employment Act of 1946 and a System of Na- 

tional Bookkeeping; Social and Economic Significance of Atomic-Energy; 

Public Debt: History, Effects on Institutions and Income; Economic Fore- 
casts, and Monetary Aspects; Role of Social Security in a Stable Prosperity; 
Economic Outlook; Economy of the U.S.S.R.; Domestic versus International 
Economic Equilibrium; Prices: Wartime Heritage and Some Present Prob- -~ 
lems; Banking Problems; Productivity in the American Economy; Interna- 
tional Trade Organization; Vital Problems in Labor Economics; Transporta- 
tion and Public Utilities Problems; Housing Problems; Economic Research ; 


Changing Character of Money. Pp, 781. 1,50 _ 
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